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EDITOR’S NOTES
New Emphasis On The Internal Auditor
“The critics who used to refer 
jokingly to the Foreign Corrupt Prac­
tices Act as ‘The Internal Auditor 
Full-Employment Act of 1977’ are 
turning out to be more prophetic 
than funny, “writes Laurel Leff in the 
January 15, 1980 Wall Street Journal.
The Foreign Corrupt Practices Act 
(FCPA) is the first federal law that 
makes it a crime not to have a 
“reasonable” internal control 
system. Companies with internal 
control systems are rushing to 
strengthen them, and those without 
such a system are rushing to install 
one. The internal audit department is 
the heart and the internal auditors 
the brains in the internal control 
system.
Budgets and staffs in internal 
audit departments are being in­
creased. Although the SEC hasn’t 
brought any action under FCPA, un­
certainity about enforcement has 
pushed management to increase in­
ternal audit activities and documen­
tation of those activities. The end 
result has been an increased de­
mand for internal auditors.
Increased attention to internal 
auditing has given support and 
visibility to the efforts of the internal 
auditors to achieve professional 
status. Business persons and the 
consumers of accounting informa­
tion are beginning to understand the 
importance of certification of inter­
nal auditors and professional stand­
ards being developed by the internal 
audit practitioners.
Professional Standards and 
Certification
The Institute of Internal Auditors 
(IIA) has made significant strides in 
developing standards for internal 
auditors. In addition to the Statement 
of Responsibilities first issued in 
1949 and subsequently updated in 
1957 and 1971, the Institute adopted 
a Code of Ethics in 1968 to which 
members of the IIA subscribe.
The IAA has also promulgated a 
“Common Body of Knowledge for In­
ternal Auditors,” which identifies the 
areas of standard knowledge for in­
ternal auditors and thus forms a 
basis for the education of candidates 
for the Certified Internal Auditor 
(CIA), the HA’s certification program 
initiated in 1974. The Common Body 
of Knowledge was developed after 
an extensive survey of organizations 
in 1971.
In order to attain the CIA designa­
tion, the internal auditor must pass a 
four-part written examination based 
on the Common Body of Knowledge, 
have a minimum of three years’ work 
experience, subscribe to the Code of 
Ethics and hold a bachelor’s degree 
from a coHege-level institution. The 
examination is held each May at 
selected sites around the country. It 
is a two-day examination with each 
part taking three hours. The certified 
internal auditor is considered to be 
proficient in the philosophy and 
techniques of modern internal audit­
ing and should be able to conduct 
audits in almost any environment.
Internal auditing is undergoing a 
dynamic evolution similar to that of 
public accounting decades earlier. 
This certification program is a major 
step toward internal auditing achiev­
ing the status of a profession sepa­
rate and distinct from the profession 
of certified public accountants.
Common Body of Knowledge
The common body of knowledge 
for internal auditors as prescribed by 
the HA encompasses four principal 
areas. A summary of the subjects in­
cluded in each area follows.
1. Principles of internal auditing
2. Internal audit techniques
3. Principles of management
4. Disciplines related to internal 
auditing
This Issue and Internal 
Auditing
This issue contains three articles 
and a book review on internal audit­
ing and controls. The Reckers and 
Pany article, page 3, reports on a 
study that sought to determine under 
what conditions the role of the inter­
nal auditor can be expanded. Clark, 
Gibbs, and Schroeder, page 8, 
develop a list of criteria for judging 
the competence, objectivity, and per­
formance of internal audit depart­
ments. Brewer, page 12, reports on a 
successful format for communicat­
ing the findings of an internal audit.
The first two articles explore the 
internal reporting relationships. As 
the role and responsibilities of inter­
nal auditing have changed so have 
the reporting channels. Current 
practice finds many internal audit 
departments reporting directly to the 
Board of Directors. Before the FCPA 
the majority reported to the Con­
troller.
Thinking of Consulting a Job 
Counselor?
An excerpt from a brochure pro­
moting one New York City consult­
ing firm reads “If you’re looking for 
your first position, you need a Career 
Planning Consultant. If you’re look­
ing for your second or third position, 
you need a Career Planning Consul­
tant, even more.” Patricia O’Toole 
reports in the June, 1980 Redbook 
that many of the ads screaming “Job 
Offers” are not run by employment 
agencies but are ads for career­
counseling services. Finding a com­
petent counselor may present prob­
lems since counseling is not an 
organized body of knowledge and is 
not performed by an organized, 
licensed group of practitioners— 
anyone may hang out a career coun­
seling shingle.
Ms. O’Tolle’s article is must read­
ing for one who is contemplating the 
use of a job counseling service. A 
checklist to aid in evaluating career 
counseling workshops and seminars 
is included.
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Can The Role Of The 
Internal Auditor Be 
Extended?
Investor Attitudes On Independence And 
Objectivity Of The Internal And External 
Auditors
By Phillip M.J. Reckers, Ph.D 
and Kurt Pany, Ph.D
When evaluating investment op­
portunities, investors may rely upon 
a number of data sources for infor­
mation about specific firms. The in­
formation generated by the firms 
themselves (e.g., forecasts, press 
releases, and the quarterly and an­
nual financial statements) seems to 
rank high in importance. CPAs are 
relied on to help assure the reliability 
of much of this firm generated infor­
mation. For example, historically, 
annual financial statements have 
been subjected to independent 
review by CPAs. Also, in 1976 quar­
terly financial statements came 
under the preview of CPAs via 
“limited reviews” [Auditing Stand­
ards Executive Committee, 1976a 
and 1976b].
Subsequently, the AICPA outlined 
“compilation” and “review” pro­
cedures for CPAs who are associ­
ated with financial statements for 
nonpublic firms [Accounting and 
Review Services Committee, 1979]. 
While the recommended “review” 
procedures are very similar to those 
for a quarterly “limited review,” the 
“compilation” procedures are even 
more limited. In March of 1979 the 
Auditing Standards Board [1979] 
made slight modifications to the pro­
cedures recommended for a quar­
terly “limited review” to bring them 
into line with the standards for non­
public “reviews.” In addition to asso­
ciation with quarterly information it 
may be noted that external auditors 
also currently review annual reports 
for reasonableness. Finally, the 
possibility of CPAs being associated 
with forecasts as well as with other 
information released by firms has 
also been considered.
Concurrent with increases in the 
CPA’s role, the role of the internal 
auditor has been expanding signifi­
cantly. In addition to being called 
upon more and more frequently to 
assist CPAs, internal auditors are 
examining, evaluating and reporting 
on numerous aspects of their firms’ 
operations. Consistent with this 
growth the Institute of Internal Audi­
tors [1977] has recently issued a new 
set of Standards for Professional 
Practice; also, the desirability of hav­
ing internal auditors report directly 
to “audit committees” is being ex­
plored.
These two trends—increasing in­
ternal and external auditor reporting 
responsibility—lead to questions 
concerning a proper division of 
responsibilities. As SEC Chairman 
Harold Williams [1977] advises, “the 
total audit process, including inter­
nal and external auditing (must) be 
viewed as an entity ... with the ob­
jective of assuring adequate overall 
financial reporting and controls.” In 
this study we examine the issues of 
the perceived impact of internal ver­
sus external auditor association on 
both quarterly and annual financial 
information. More specifically, we 
report the results of a nationwide 
survey of chartered financial 
analysts conducted to measure their 
perceptions of reliability of quarterly 
and annual financial information 
with which either (1) internal or (2) 
external auditors were associated 
through either (1) a limited review or 
(2) an audit. Additionally, in the case 
of internal auditors, the issue of 
whether the auditor (1) reports to 
management or (2) reports directly to 
an audit committee is addressed.
Background
CPAs have long believed that their 
independence has been essential to 
the performance of their attestative 
role relating to financial information. 
While this independence may indeed 
be necessary, it may be possible that 
internal auditors, although not inde­
pendent of their firm in the sense of a 
CPA, might be able in certain cir­
cumstances to attain a level of inde­
pendence and OBJECTIVITY ade­
quate to allow them to report on 
selected financial information. Ac­
cordingly, in this study we consider 
both external and internal auditor 
association with financial informa­
tion.
Concerning the association which 
auditors have with information, 
CPAs, as noted earlier, are currently 
authorized to perform both reviews 
and audits. Statement on Auditing 
Standards No. 10 [Auditing Standard 
Executive Committee, 1976a] de­
scribes the procedures of a limited 
review (see Appendix A). Patterned 
after Statement on Auditing Stand­
ards No. 10, and for purposes of this 
study, a limited review was de­
scribed to the subjects as being 
composed of review pro­
cedures of a general, overall 
nature ... consisting primarily 
of comparisons of relationships 
between various accounts with 
prior periods, reading minutes 
of stockholder and board of 
director meetings, and inquir­
ies of corporate officers relat­
ing to the existence of account­
ing changes and their proper 
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application.... As such, the 
review only includes detailed 
testing of supporting data in 
cases in which the auditor, 
through the above procedures, 
finds information to be signifi­
cantly inconsistent with expec­
tations.
It was presumed that the financial 
analyst survey participants under­
stood the general nature of a year­
end audit. Quarterly audits were 
noted to be similar in scope to year­
end efforts. Presumably the greater 
depth of study afforded by an audit 
would favorably impact on statement 
reliability perceptions.
It is accepted that CPAs in general 
report to parties other than manage­
ment—most frequently the board of 
directors’ or the stockholders. The 
situation with respect to internal au­
ditors is not so clear as the tradi­
tional reporting responsibility, which 
has traditionally been to manage­
ment, may be changing. More and 
more frequently the possibility of re­
porting to independent board of 
directors members (or, the “audit 
committee’’) is being considered. 
Therefore, in the case of internal au­
ditors, we tested both situations in 
which the internal auditor reported 
to management and in which the in­




The questionnaire was mailed to 
400 Chartered Financial Analysts 
(CFAs) drawn at random from the 
CFA membership roster. Exactly 100 
usable responses were received. In 
the survey instrument, the partici­
pants were asked to indicate the 
reliability that they would place in fi­
nancial reports generated under 
various sets of manipulated condi­
tions. The respondents marked their 
answers on a ten point scale similar 




The points 0 and 10 were defined 
respectively as the points at which 
the analyst would have no confi­
dence and complete confidence that 
the quarterly or annual information 
was free of accounting errors. The 
intermediate points 1 through 9 were 
defined as representing equal incre­
ments in reliability.
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The study can be considered to 
have two phases. The first dealt ex­
clusively with internal auditors’ re­
porting responsibility. Within this 
framework, we sought to investigate 
the impact (on perceived information 
reliability) of the form of the internal 
auditor association as varied be­
tween audit and limited review. In 
addition we examined the impact of 
the introduction of “audit commit­
tees.” The study addresses these 
issues with respect to both annual 
and quarterly statements.
The second phase of the study 
was conducted within the context of 
a firm with a standing, functioning 
audit committee. Form of auditor as­
sociation was again examined by 
manipulating the limited review ver­
sus audit setting. Internal versus ex­
ternal auditor contrasts allowed the 
authors to address the question of 
the increase in perceived reliability 
resulting from external auditor asso­
ciation. While both annual and quar­
terly statement associations were 
examined, clearly the most interest­
ing and practical questions relate to 
the perceived effect of varied forms 
of auditor association on quarterly 
statement reliability.
In both phases of the study a “con­
trol” level was included in which the 
financial statements involved (quar­
terly or annual) were released with­
out any formal auditor (internal or 
external) association. Inclusion of 
this no auditor association level 
made it possible to compare all 
forms of auditor association with one 




PERCEIVED EFFECTIVE ON STATEMENT RELIABILITY OF 
INTERNAL AUDITOR ASSOCIATION — REPORTING TO 
MANAGEMENT VS. REPORTING TO THE AUDIT COMMITTEE
Quarterly Annual
No Auditor Association 3.59 1.07
Limited Review — Report to Management 4.49 1.77
Report to Audit Committee 4.84 2.31
Audit — Report to Management 5.48 2.67
Report to Audit Committee 6.72 3.97
To effect the two phases described 
above, each study participant res­
ponded to settings under which
(1) a limited review was per­
formed by an internal auditor 
reporting to management.
(2) a limited review was per­
formed by an internal auditor 
reporting to an audit commit­
tee.
(3) a limited review was per­
formed by an external auditor 
reporting to an audit commit­
tee.
(4) an audit was performed by an 
internal auditor reporting to 
management.
(5) an audit was performed by an 
internal auditor reporting to 
an audit committee.
(6) an audit was performed by an 
external auditor reporting to 
an audit committee.
(7) no limited review or audit was 
performed.
Each participant responded to 
these 7 conditions set EITHER on an 
annual or a quarterly statement 
basis (two forms of the questionnaire 
were used).
Findings
Table 1 and Exhibit 1 present the 
basic findings observed with respect 
to the first portion of the study. As 
can be seen, comparatively large 
differences in means exist. As Ex­
hibit 1 indicates, audits conducted 
by an internal auditor have a higher 
perceived effect on reliability than 
do limited reviews of the statements 
by the internal auditor. For example, 
in the case of quarterly reports to 
management, the audit average was
Exhibit 1
Bar Graph Display of Perceived Effect on 
Statement Reliability of Internal Auditors 
Reporting to Management vs. The Audit Committee
Review Review
5.48 compared to 4.49 for a limited 
review. This relationship holds in all 
situations for both annual and quar­
terly statements. This finding is 
somewhat contrary to the views ex­
pressed by some who believe that 
the independence of internal audi­
tors is so much in question that form 
of association is of no impact since, 
it is maintained, management still 
dictates what will be reported. The 
CFAs it would seem ascribe a cer­
tain value to reports which are 
reviewed by internal auditors. Even 
when an internal auditor reports the 
results of a limited review to man­
agement the CFAs believed that the 
financial statements would be more 
reliable than when no auditor asso­
ciation was present.
Also to be noted is the impact of 
reporting directly to an independent 
audit committee as opposed to re­
porting to management. Note that in 
all comparisons between reporting 
to the audit committee versus report­
ing to management the means of the 
audit committee are higher. On an 
overall basis the CFAs indicate that 
this structural/organization change 
should have significant impact on 
their perceptions of statement cred­
ibility (suggesting a deficiency with­
out it). With this structural change 
the level of inspired confidence is 
still appreciably short of full confi­
dence however (a score of 10). Even 
in the audit committee environment 
internal auditor independence ap­
pears to be an issue.
The increased reliability afforded 
by the greater structural independ­
ence of the audit committee arrange­
ment, it can be seen, is maximized if 
the internal auditor is allowed the 
opportunity to conduct “audits.” The 
reader can observe in Table 1 and 
Exhibit 1 that statement credibility is 
increased by the use of audit com­
mittees to a greater extent under 
audit conditions than under limited 
review settings.
One may also observe that confi­
dence was greater in quarterly state­
ment reliability than in annual state­
ment reliability. This is presumably 
due to the fact that in the case of 
quarterly information the respon­
dents were informed that a CPA 
would subsequently perform an an­
nual audit. In the case of internal au­
ditors performing annual audits, no 
such CPA audit would follow.
While the confidence score of 6.72 
(out of 10) attests to the perceived 
value of internal audits of quarterly 
statements reported to audit commit­
tees, the question remains as to 
whether the incremental costs of ex­
ternal auditor “association” might 
be further advised. While certainly 
no complete cost and benefit 
analysis was attempted by the 
authors, an examination of the im­
pact of external auditor association 
on perceived statement credibility 
was pursued in the second part of 
the analysis.
Table 2 presents a summary of 
means when a CPA is associated 
with financial statements (reported 
to an audit committee) as compared 
to those (reported earlier) in which 
an internal auditor reports (to the 
audit committee). Exhibit 2 diagrams 
the means for limited reviews and 
audits.
As in the first portion of the 
analysis, audits generate more con­
fidence than limited reviews and 
quarterly statement values in 
general exceeded annual statement 
values.
Once again it need be noted that 
responses relating to quarterly state­
ments were set in an environment 
where external year-end audits were 
assumed. In the case of annual 
statements, if a limited review 
manipulation was involved, no audit 
was ever assumed to occur. Thus the 
lower means for annual statements 
are to be expected. It is interesting to 
see that the means for CPAs per­
forming audits at year-end and quar­
terly approximate each other (7.97 
vs. 8.28).
Statement credibility is 
increased by the use of audit 
committees
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Statements
Table 2 
PERCEIVED EFFECT ON STATEMENT RELIABILITY OF 
EXTERNAL VS. INTERNAL AUDITOR* ASSOCIATION
Quarterly Annual
No Auditor Association 3.59 1.07
Limited Review — Internal Auditor 4.84 2.31
External Auditor 7.21 5.97
Audit — Internal Auditor 6.72 3.97
External Auditor 8.28 7.97
* Internal Auditor reports to Audit Committee
The means for the CPAs in all 
cases exceeded those for the inter­
nal auditors, and great absolute and 
relative differences exist for annual 
statements. Table 2 shows that for 
both limited reviews and audits of 
annual information the means for in­
ternal auditors were less than half of 
those received by external auditors 
(2.31 vs. 5.97 and 3.97 vs. 7.97). In 
fact, the internal auditor means for 
annual statements never come close 
to the midpoint of 5 on the scale. 
These results would seem to indicate 
that CPAs are perceived as render­
ing a non-replaceable service relat­
ing to annual statements.
Pertaining to quarterly information 
the relationship between CPA 
limited reviews and internal auditor 
audits (means of 7.21 and 6.72, 
respectively) are of particular in­
terest. This result may be viewed 
from two perspectives. First, the 
product of the public accounting 
profession is clearly highly 
regarded—indeed a limited review 
by a CPA is perceived as increasing 
reliability more than an audit per­
formed by an internal audit division. 
It might even be conjectured that the 
relatively high ratings for quarterly 
internal auditor association may well 
be due in part to respondent 
knowledge that a CPA will perform 
an audit at year-end.
The alternative perspective is that 
internal auditors in all cases are per­
ceived to have a significant effect on 
reliability, albeit a smaller effect than 
CPAs. The internal auditor impact 
should, ideally, be considered in 
combination with expected costs in 
comparisons with external auditor 
association costs and benefits. 
Perhaps the benefit to society (and to 
the firm being audited) of limited ex­
ternal auditor association is not ade­
quate to offset its incremental costs. 
More information on costs must be 
incorporated into an analysis before 
specific policy recommendations 
can be made.
Also, before making across the 
board policy recommendations, the 
limitations of this study need to be 
noted. Several come to mind. First, 
this investigation centered around 
“perceptions” of information 
reliability. Perceptions may or may 
not coincide with fact.
A second limitation of the study 
concerns subject selection and non­
response bias. In and of themselves, 
CFAs appear to constitute a major 
element in the workings of the Amer­
ican economic system. Their role is 
vital in the dissemination process, 
however, they do admittedly con­
stitute only one element. They may or 
may not adequately surrogate the 
views of others. Furthermore of the 
mailings initiated only 25% were 
returned. This is not surprising given 
the demands on CFA time; still it 
raises a question which cannot be 
totally answered regarding repre­
sentativeness of respondents. The 
authors did note that study respon­
dents did exhibit a high correlation 
with the overall CFA profile as 
presented in the CFA directory of 
members.
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The accounting profession 
must carefully weigh these 
demands and must then 
determine the most efficient 
manner to respond in 
allocating limited resources
Conclusions
The conclusions of this paper are 
necessarily modest given the impor­
tance of the matters under investiga­
tion. The representatives of society 
must make the final resolutions after 
assessing societal cost and benefits. 
What does seem clear from this 
study is that the perceived reliability 
of financial statements is signifi­
cantly increased by (1) introduction 
of audit committees, (2) provision of 
some form of quarterly auditor asso­
ciation, and (3) external auditor as­
sociation pertaining to annual state­
ments. Various combinations of 
these factors studied in this experi­
ment accordingly appear to deserve 
careful review by the profession, 
especially regarding quarterly re­
ports. More and more the financial 
community is calling for and gen­
uinely requiring up-to-date informa­
tion. In the recent SEC disclosure 
study of investor needs, quarterly 
statement information was nearly 
unanimously endorsed as “vital” to 
buy, sell and hold decisions. The ac­
counting profession and accounting 
policy makers cannot ignore these 
needs, but it must also carefully 
weigh these and other demands and 
must then determine the most effi­
cient manner to respond in allocat­
ing limited resources in the near and 
long run. Ω
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Criteria for Judging Competence, 
Objectivity, and Performance
By: Myrtle Clark, Ph.D.
Thomas E. Gibbs, Ph.D.
Richard B. Schroeder, Ph.D.
*The authors wish to thank Peat, Marwick, Mitchell and 
Company for the support for this project.
In December, 1975, the Auditing 
Standards Executive Committee 
issued Statement on Auditing Stand­
ards No. 9, “The Effect of an Interna­
tional Audit Function on the Scope of 
the Independent Auditor’s Examina­
tion.” This release requires the inde­
pendent auditor to evaluate the com­
petence, objectivity and perform­
ance of internal auditors in determin­
ing the degree of reliance to be 
placed upon the work of the internal 
audit staff.
The potential reliance of internal 
auditors in attest activities has been 
of interest to CPA’s for a number of 
years. For example, as far back as 
1956, the Research Committee of the 
Chicago Chapter of the Institute of 
Internal Auditors conducted a survey 
of the cooperation between indepen­
dent accountants and internal audi­
tors which disclosed a considerable 
degree of cooperation. In 1962, 
Tiedemann stated that “There is 
probably no phase of the public ac­
countant’s work that is not affected 
by a good system of internal audit.” 
[p. 155] He further stated, “The 
public accountant must evaluate the 
system of internal audit in the same 
way he evaluates other aspects of 
the system of internal control. He 
must be satisfied that all of the re­
quirements for effective internal 
auditing have been met.” [p. 156]
Sayad in a 1963 speech noted that 
“The extent to which the indepen­
dent accountant will be willing to ac­
cept the work of the internal auditor 
. . . will depend upon the evaluation 
of the system of internal control, the 
qualifications and effectiveness of 
the audit staff and his judgment of 
the various other factors to be con­
sidered.” [p. 165]
Later, in 1971, Haase noted: “The 
extent of the internal auditor’s partic­
ipation in the year-end audit 
typically depends upon
1. The number and availability of in­
ternal auditors
2. The extent of their technical profi­
ciency and training
3. Their relative independence
4. The willingness or ability of the 
outside auditors to delegate cer­
tain responsibilities.” [p. 41] 
Finally, in 1973, two years prior to 
the issuance of SAS No. 9, Statement 
on Auditing Standards No. 1, Section 
320.74 stated: “Independent auditors 
should consider the procedures per­
formed by internal auditors in deter­
mining the nature, timing and extent 
of their own tests. The work of inter­
nal auditors should be considered as 
a supplement to, but not as a sub­
stitute for, tests by independent audi­
tors.” This provision of SAS No. 1 
has now been succeeded by the pro­
vision of SAS No. 9.
All of these previous statements 
have been normative, indicating the 
need for cooperation between inde­
pendent accountants and internal 
auditors. At best, previous work has 
been descriptive of the types of 
cooperation which might take place 
and has provided only a superficial 
analysis of the problem of external 
auditor evaluation of the internal 
audit function. What is lacking is a 
description of the important criteria 
used by external auditors in arriving 
at judgements regarding the internal 
audit department and a formal proc­
ess to be used in evaluating the in­
ternal audit staff.
At present, independent accoun­
tants are faced with abiding by the 
provisions of SAS No. 9 which re­
quire an evaluation of internal audit 
departments; however, no formal 
guidelines are provided by which to 
make this evaluation. The basic 
areas requiring evaluations are: 
competence, objectivity and per­
formance. SAS No. 9 requires the ex­
ternal auditor to make assessments 
of each of these areas which lead to 
an overall opinion or judgment on 
the degree of reliability to place 
upon the work of the internal audit 
staff. These three assessments are 
depicted in Exhibit I.
Objective
The objective of this paper is to 
provide a list of criteria obtained 
from a research study to be used by 
the independent CPA in determining 
the competence, objectivity and per­
formance of an internal audit depart­
ment. This objective was subdivided 
into the following separate parts: 
A. Develop an exhaustive list of cri­
teria of internal auditor compe­
tence, objectivity and perform­
ance.
This list of criteria form the possi­
ble information elements which 
could conceivably be used by an in­
dependent auditor in forming an 
overall judgment on the degree of 
reliability to place upon the work of 
an internal audit staff.
B. Reduce the number of criteria to a 
rank ordering of a manageable 
number which identifies the major 
components of the attributes of 
competence, objectivity and per­
formance.
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EXHIBIT I
ASSESSMENT OF THE RELIANCE TO BE PLACED UPON 
INTERNAL AUDIT STAFFS
This list of individual criteria may 
then be used by independent CPAs 
to evaluate internal audit depart­
ments under the provision of SAS 
No. 9.
The Study
The exhaustive list of criteria from 
part A was developed by surveying 
both independent CPAs and internal 
auditors. In surveying independent 
CPAs, it was deemed necessary to 
contact individuals with broad ex­
perience in audits of clients with 
large internal audit staffs. Accord­
ingly, eight large international 
public accounting firms were con­
tacted and agreed to participate in 
the survey. Each firm selected twen­
ty-five managers or partners with ex­
tensive experience in audits of firms 
with large internal audit staffs to par­
ticipate. Questionnaires were 
delivered to these 200 individuals 
asking them to detail the criteria 
used in evaluating internal audit 
departments. The questionnaire was 
open-ended but focused upon the 
provisions of SAS No. 9. Of the 200 
questionnaires initially sent, 
responses were received from 148 
individuals for a response rate of 74 
percent. The survey of internal audi­
tors was conducted by drawing a 
random sample of 500 from the 1976 
Directory of the Institute of Internal 
Auditors. Questionnaires similar to 
those sent to the CPAs were sent 
directly to each of the selected inter­
nal auditors, and 111 usable 
responses were received for a 
response rate of 22.2 percent.
The responses were categorized 
into 54 criteria.” Although additional 
criteria were mentioned, only the cri­
teria mentioned by at least 10 of the 
total sample of CPA’s and internal 
auditors are included in the next 
stage of the Research.
There was significant duplication 
in the criteria mentioned by CPAs 
and internal auditors. The 54 criteria 
are not equally applicable to the 
evaluation of competence, objec­
tivity or performance. For example, 
the most frequently mentioned cri­
terion, “the educational background 
of the internal audit staff”, probably 
relates to competence. The second 
most frequently mentioned criteria, 
“the quality of internal audit depart­
ment workpapers”, is more closely 
associated with performance. And, 
“the independence of the internal 
audit department”, the eighth most
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What is lacking is a descrip­
tion of the criteria used in 
making judgments regarding 
the internal audit staff.
frequently mentioned item, would 
appear to be associated with objec­
tivity. The next stage of the research 
was designed to separate the 54 cri­
teria into those which relate to com­
petence, objectivity and perform­
ance.1
In the second stage of the study, 
thirty-nine individuals were selected 
to serve on an expert panel. This 
group consisted of 13 partners or 
managers of international CPA firms 
with experience in auditing com­
panies with relatively large internal 
audit departments, 12 internal audit 
managers of large corporations, and 
14 academics with current teaching 
and research interest in the field of 
auditing. The composition of this ex­
pert panel was designed to include 
differing points of view, and to ena­
ble the researchers to contrast areas 
of disagreement where they might 
occur. A form of analysis termed the 
Delphi Process,(2) which attempts to 
arrive at group consensus, was used 
in three separate rounds of question­
ing. After each round, the group was 
provided feedback and asked to res­
pond to a specific charge.
The initial round of this stage of 
the research involved completion of 
a questionnaire which listed the 54 
criteria previously developed. The 
instructions indicated that, “for each 
criterion, you are to indicate on a 
scale of 1 to 7 the extent that you 
believe the criterion to be an impor­
tant indicator or measure of the com­
ponents of: 1) competence, 2) objec­
tivity and 3) performance.” (On the 
scale, 1 indicated low importance 
while 7 indicated high importance). 
The instructions also indicated that 
the responses should be indepen­
dent of one another, that is, that a 
high or low score on one component 
had no effect on the remaining two.
As might be expected with a ques­
tionnaire of this type, the results of 
the first round were biased upward in 
favor of high importance. There was 
significant separation of the criteria 
into those deemed important for the 
evaluation of competence, objec­
tivity and performance; however, the 
respondents apparently felt that sev­
eral of the criteria were important for 
more than one component. For ex­
ample, the criterion “form, content 
and nature of internal audit depart­
ment reports” was deemed important 
in the evaluation of all three compo­
nents. These results apparently indi­
cate that the respondents believe 
that overall evaluation of internal 
audit departments must consider 
some variables which relate 
simultaneously to the individual at­
tributes of competence, objectivity 
and performance.
At the conclusion of the first round 
of this stage of the research, criteria 
were selected for further study if 
their individual average score ex­
ceeded the group mean score, by 
one standard deviation for the at­
tributes of competence, objectivity, 
and performance. This method of 
selection resulted in the identifica­
tion of those criteria which were sig­
nificantly above the average score of 
each of the individual attributes. This 
method of selection resulted in 11 
criteria that were identified with 
competence, 9 with objectivity and 
12 with performance. These criteria 
are contained in Exhibit 2. Only 20 
are listed; three criteria appear in all 
areas and three other appear in two 
areas.
The second round of the Delphi 
Process was intended to produce 
better information regarding the rel­
ative importance of the remaining 
criteria, and the upward bias recog­
nized in round one was avoided by 
forcing a ranking of each of the re­
maining criteria. In round two res­
pondents were told that the criteria 
which they were being asked to rank 
were those found to be most impor­
tant as measured by round one 
scores. The results of this round indi­
cated a high degree of consensus in 
rankings, but an additional round 
was initiated to attempt to gain a 
higher level of agreement.
In the third round respondents 
were provided with the rankings and 
mean rank scores for each of the cri­
teria from round two, and were then 
asked to review the information prior 
to responding. The panel was again 
asked to rank the given criteria in 
order of importance to the individual 
assessments of competence, objec­
tivity and performance. The rankings 
and the means of the ranks of this 
last round are presented in Exhibit 2. 
Even though several of the criteria 
shifted in perceived importance, 
there was substantially greater 
agreement in the rankings at the 
conclusion of the third round. This 
can perhaps best be attributed to the 
fact that the extreme ranks became 
more pronounced, even though there 
was still a rather substantial “grey 
area” at the mid-point of the mean 
ranks. The degree of group consen­
sus was measured by a statistical 
correlation method known as Ken­
dall’s W. The group correlations as 
measured by this technique for each 
of the components were all signifi­
cant at the .01 level of probability. 
These correlations were: compe­
tence -.516, objectivity -.605, and per­
formance .235. Additionally, the 
results were separated in order to 
analyze respondent groups (CPA, in­
ternal auditor and academic). A 
comparison of these rankings 
detected no significant differences, 
and it was concluded that the three 
groups were in basic agreement.
Results
The final output of the Delphi Proc­
ess was a ranked list of criteria 
which may be used by CPAs in 
evaluating the competence, objec­
tivity and performance of internal 
audit departments. Although the 
degree of responses for each of the 
attributes varies, these results indi­
cate a high degree of consensus on 
the attributes of competence and ob­
jectivity. On the other hand, lack of 
consensus on the measurement of 
performance is not surprising. (The 
criterion ranking No. 1 had a mean of 
4.2). The focus of attention of this 
study was on the development of cri­
teria to be used by outside evalua­
tors not involved with the internal 
audit department’s day-to-day ac­
tivities, and the evaluation of per­
formance is always a difficult task. 
These results tend to indicate that 
the overall performance of the 
department should be evaluated 
through surrogate measures which 
are indicative of the performance 
evaluations made by corporate 
supervisors, internal audit super­
visors and top management. (For ex­
ample, top management’s readiness 
to act on internal audit departmental 
(Continued On Page 22)
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EXHIBIT 2
Criteria to be Used in Evaluating 
Internal Audit Staff Competence, Objectivity, and Performance










The internal audit staff’s knowledge of the 
company's operations, processes and procedures 1. 2.4
The educational background of the internal audit 
staff 2. 3.3
The internal audit staff’s knowledge of new trends 
and techniques in auditing 3. 3.8 4. 5.7
An existing continuing education program 4. 5.0
Quantity and quality of supervision within the 
internal audit department 5. 5.4 6. 6.3
The form, content and nature of internal audit 
department reports 6. 5.9 5. 6.1 9. 8.4
The internal audit staff’s training and experience in 
EDP 7. 6.6 7. 6.6
The internal audit department’s degree of 
compliance with professional standards 8. 7.0
The quality of internal audit department workpapers 9. 7.5 6. 6.2 8. 8.1
The existence of documentation in internal audit 
department workpapers 10. 8.3
The existence of standards of indexing, cross 
referencing, and controlling workpapers 11. 10.6 8. 7.0 10. 8.9
The independence of the internal audit department 1. 1.2 2. 2.4
The level at which the internal audit staff reports 2. 3.2
The ability of the internal audit department to 
investigate any area of company activity 3. 3.3 3. 5.0
Top management's support of the work of the 
internal auditing department 4. 3.9
The existence of review procedures within the 
internal audit department for audits and reports 7. 6.7
The internal audit department's degree of 
compliance with professional standards 9. 7.2 11. 9.0
Top management’s readiness to act upon the 
internal audit department's recommendations 1. 4.2
Acceptance of internal audit staff findings and 
recommendations by auditees 5. 6.0
The existence of documentation in internal audit 
department workpapers — 12. 9.1
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The Internal Audit
Post Audit Review Conference
By Billy R. Brewer, CPA
Internal audits are performed as 
an independent appraisal activity for 
a review of company operations and 
as a service to higher management. 
The internal audit is a managerial 
control that functions to measure 
and evaluate the effectiveness of 
other controls.
There are two primary types of in­
ternal audits: the verification type 
and the operational type. The 
verification type may include an 
unannounced cash count or confir­
mation mailing to verify an account 
balance. The operational type audit 
relates to a review of the procedures 
followed in internal operations. In a 
telephone company, for example, an 
operational audit could be per­
formed of the services provided 
customers. Here, the internal audi­
tors would audit customer service 
orders to determine if customers are 
receiving the services or installa­
tions requested, and if such 
customers have been properly billed 
for these services.
After an internal audit has been 
completed, it is helpful to hold a post 
audit review meeting. This article de­
scribes the post audit review that is 
used at South Central Bell in Bir­
mingham, Alabama. Attention is 
given to the purpose of the review 
and to suggested procedures that 
may be followed to promote under­
standing of remedial actions 
needed.
Purpose of Post Audit Review
In South Central Bell, a post audit 
review meeting is held prior to issu­
ing a formal audit report to give the 
auditee both a “readout” of the audit 
findings and an opportunity to dis­
cuss the meaning of the problems 
disclosed. These discussions in­
clude evaluating the impact of the 
findings on Company operations 
and determining a course of action 
to remedy the condition. In brief, it is 
an opportunity for further manage­
ment service to the department head 
and higher managers.
A post audit review meeting with 
department heads and higher man­
agement is always held when the 
audit findings are so extensive or 
serious that the subject is deemed 
“Unsatisfactory”. In certain cases, 
such a post audit review meeting is 
held even though overall audit find­
ings are “Satisfactory” but failures 
disclosed during the review warrant 
discussion. Occasionally, a post 
audit review meeting may be held 
when the findings are entirely 
“Satisfactory”. This may occur 
where the subject reviewed is either 
sensitive or unusual, so as to be of 
particular concern to higher man­
agement.
Location
Where building facilities permit, a 
post audit review meeting is held on 
neutral territory (i.e. neither in the In­
ternal Audits office nor the auditee’s 
office). A conference room is 
selected which is spacious, well 
lighted, and inviting to the auditee. 
Adequate room accommodations 
are pre-arranged by the auditor so 
that all attendees can easily see and 
hear all participants. The seating ar­
rangement is pre-planned by the au­
ditor to avoid the appearance that 
the auditors are on “one side” and 
the auditee on the “opposing side.” 
In other words, avoid an “US” versus 
“THEM” seating arrangement. To 
accomplish this, the auditor in 
charge of the meeting is the focal 
point of discussion while audit 
supervisors avoid being in the 
limelight by sitting among the 
auditee participants rather than at 
the head of the table with the auditor. 
Who Is Invited?
The department head(s) whose 
operation is directly involved in the 
review is always extended an invita­
tion, either in writing or by personal 
telephone contact from the Internal 
Audits Supervisor. This affords them 
the opportunity to react to the find­
ings and to participate in the 
development of the corrective ac­
tion. If the department head is un­
able to attend because of other com­
mitments, an alternate is sought as 
the representative. The General In­
ternal Auditor is invited to all post 
audit review meetings where un­
satisfactory findings are discussed. 
Of course all those who are directly 
involved with the audit are requested 
to be present.
When Meetings Are Held
The post audit review meeting is 
held as soon as possible after the 
close of field work, but not before a 
draft of the audit report is available! 
While the draft is not read or dis­
tributed at the meeting, its prepara­
tion forces the auditor to organize 
the subject and associated findings. 
The report is not read during the 
meeting since changes may be 
made to an audit report as a result of 
post audit discussions, or because 
supplemental facts disclosed during 
the discussions may indicate the 
changes needed. As a general rule, 
post audit review meetings are held 
within two weeks after the close of 
field work.
Visual Aids
In most instances, handwritten flip 
charts are used in post audit review 
meetings. While other aids are 
sometimes used (i.e. easel, 35mm 
slides, viewgraphs, and handouts), 
flip charts are not only the most com­
mon but usually are the base from 
which other aids are introduced. 
The discussion below centers on flip 
charts as the visual aid to be used.
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Flip Chart Standards
1. Complicated designs are 
avoided. Charts are a visual, 
not a visible verbal.
2. Charts contain only brief 
phrases—a phrase for the find­
ing; a phrase for the impact; 
and a phrase for the suggested 
remedy. Long narratives are 
avoided.
3. All lettering, numbers, and so 
forth flow from left to right and 
top to bottom.
4. Minimum letter size of charts 
are 3/4” (25’ between farthest 
viewer and chart).
5. One idea or theme is organized 
at a time.
6. Visual aids are subordinated to 
the speaker; they provide visual 
reinforcement.
The Presentation
1. As they enter the room, partici­
pants are greeted by the audi­
tor and the audit supervisor. 
The presentation is low-key 
and designed to engender dis­
cussion from the auditee(s). 
The meeting is cordial with the 
objective of securing full 
understanding of the findings 
and obtaining agreement as to 
corrective action to be under­
taken. To this end, the post 
audit meeting is a conference 
to agree on solutions, not a lec­
ture or hard sell. The final re­
port reflects only those matters 
covered during the post audit 
review meeting and contains 
no surprises.
2. Since the participants have 
been advised of the approxi­
mate length of the meeting 
the auditor strives to start on 
time and finish on time, allow­
ing ample time for input from 
participants without “rushing.” 
The auditor does not stifle dis­
cussion in order to stay within 
time restraints, but on the other 
hand keeps control over an 
evenly-paced meeting. The au­
ditor in charge is “sensitive” to 
the discussion, to the meetings 
expressed, and to the needs of 
the group.
3. The auditor begins the presen­
tation with a brief overview of 
why the subject selected for 
audit is important. The visuals 
for this overview usually com­
prise one flip chart with a dis­
cussion and amplification as 
needed. As an aid in conduct­
ing the meeting and to avoid 
omitting some important item, 
the auditor usually jots down 
memory joggers on the reverse 
side of the next flip chart so as 
to be visible when the prior 
chart is visible to the auditees. 
These notes help the auditor 
keep the presentation on track 
and serve as memory 
refreshers—not as a script to 
be read.
4. Next, the auditor discusses the 
scope of the audit and the ap­
proach used in the audit (sam­
ple size, places visited, and so 
forth). Scope items are dis­
cussed without visuals. Using 
this approach, the auditee 
gains confidence in the auditor 
and the audit plan.
5. The auditor, after adequate 
review of the scope, begins 
with a discussion of the posi­
tive findings disclosed during 
the review. When placed on a 
visual, the positive findings are 
usually a series of phrases, all 
on one visual. This is because 
no extensive development of 
each is usually needed. Yet the 
good points need to be recog­
nized.
6. After the positive findings, the 
auditor addresses the first sig­
nificant adverse finding. While 
the chart shows a brief phrase 
representing the finding, with 
examples and specifics quoted, 
the discussion covers all 
aspects of the finding to in­
clude what prescribed pro­
cedures were, what was ac­
tually taking place, and how 
the failure occurred. During 
these discussions, the auditees 
are solicited for input. Then, the 
chart is turned to the next 
phrase which reflects the ad­
verse impact of the finding on 
company operations (in dol­
lars, index points, or other po­
tential or actual quantitative 
measures). The impact of the 
finding is discussed in detail 
and, hopefully, agreement ob­
tained from the auditee that the 
impact is indeed significant. 
The auditee is apprised of how 
the auditor developed the im­
pact amount.
7. After the impact is discussed, 






Recent promotions have cre­
ated several openings for audi­
tors. The individuals we are 
seeking will have a B.S. in Ac­
counting and relevant ex­
perience in auditing or ac­
counting. Their professional 
credentials may include a 
C.P.A. or a C.I.A.
Areas of Responsibility will in­
clude:
• Investigation and review 
of financial controls.
• Determining compliance 
with established policies, 
plans and procedures
• Review of the adequacy 
of internal controls
Based at our Corporate 
Headquarters in Fremont, 
Michigan, this position entails 
25% travel to domestic and 
Canadian operations. We offer 
an excellent benefit package 
and a salary commensurate 
with experience. If you are pre­
pared for a career opportunity 
with a Fortune 500 industry 
leader, forward your resume in 




445 State Street 
Fremont, Ml 49412
An Equal Opportunity Employer M/F
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Statement of Position No. 78-10
Accounting Principles and Reporting 
Practices for Certain Non-Profit 
Organizations
Guest Editor:
Wanda L. Patt, CPA
Statement of Position No. 78-10, 
“Accounting And Reporting Prac­
tices For Certain Nonprofit 
Organizations”1, was issued to 
recommend financial accounting 
principles and reporting practices 
for nonprofit organizations not 
covered by existing AICPA audit 
guides (i.e. hospitals, colleges and 
universities, voluntary health and 
welfare organizations and state and 
local governments). The statement 
does not cover those nonprofit 
organizations that operate essen­
tially as commercial businesses for 
the benefit of members or 
stockholders.
The Statement of Position (SOP 
No. 78-10) was prepared primarily to 
meet the needs of users of financial 
statements who are outside the man­
agement of the organization and 
was based on the concepts that fi­
nancial statements should 1) com­
municate the ways resources have 
been used to carry out the organiza­
tion’s objectives, 2) identify the 
organization’s principal programs 
and their costs, 3) disclose the 
degree of control exercised by 
donors over the use of resources, 
and 4) help the reader evaluate the 
organization’s ability to carry out its 
fiscal objectives.
Basis of Accounting
If cash basis financial statements 
are materially different from those 
prepared on the accrual basis they 
are to be considered special pur­
pose statements and reported on as 
such. Accordingly, financial state­
ments of non-profit organizations 
that are presented in accordance 
with generally accepted accounting 
principles should be prepared using 
the accrual basis of accounting. Re­
porting on a fund accounting basis 
is left to the discretion of the 
organization; however, SOP No. 
78-10 indicates that fund accounting 
may be helpful where both restricted 
and unrestricted resources need to 
be segregated.
Basic Financial Statements
When the financial statements are 
intended to present both financial 
position and results of operations, 
the organization should prepare a 
Balance Sheet, a Statement of Ac­
tivity and a Statement of Changes in 
Financial Position as well as related 
disclosures. In identifying the basic 
financial statements, the Statement 
does not attempt to prescribe 
specific titles and/or formats. In fact, 
Appendix C, “Illustrative Financial 
Statements,” SOP No. 78-10 presents 
sample financial statements and re­
lated footnotes for thirteen types of 
organizations. The Statement 
recommends the use of comparative 
financial statements and, under 
specific circumstances, requires 
presentation of combined financial 
statements of certain financially in­
terrelated organizations. The pre­
sentation of totals for all fund groups 
in all financial statements is also 
recommended but not required.
The Balance Sheet should sum­
marize assets (including fixed assets 
and related depreciation), liabilities 
(including grants payable), deferred 
revenue, deferred capital support, 
and fund balances (including the 
total of all unrestricted fund bal­
ances). SOP No. 78-10 recommends 
the use of a classified balance sheet 
unless the organization uses fund 
classifications which generally lend 
themselves to adequate disclosure 
of the current and long-term nature 
of assets and liabilities.
The Statement of Activity should 
show revenue, support, realized and 
most unrealized gains and losses on 
investments, capital or nonexpenda­
ble additions, functional expense 
categories (including program, man­
agement and general, and fund-rais­
ing and other supporting services). 
The beginning and ending fund bal­
ances should be reconciled. As an 
alternative, an organization may pre­
pare a Statement of Activity and a 
Statement of Changes in Fund Bal­
ances. Objective classification of 
functional expenses may be pre­
sented in supplementary informa­
tion.
The Statement of Changes in Fi­
nancial Position should summarize 
all changes in financial position in­
cluding changes in deferred support 
and revenue, and financing and in­
vesting activities.
Implementation
The Statement of Position was 
dated December 31, 1978, but its 
effective date is postponed until the 
FASB completes its project on “Ob­
jectives of Financial Reporting by 
Nonbusiness Organizations.” If 
organizations voluntarily adopt the 
principles, they should apply them 
retroactively by prior-period adjust­
ments.
Almost every accounting practice 
will have at least one organization 
that will be affected by Statement of 
Position No. 78-10. The transitional 
period affords the opportunity to 
counsel and advise these clients.
NOTES
1Statement of Position No. 78-10 was issued 
by the Accounting Standards Division, Ameri­
can Institute of Certified Public Accountants. 
Statements of Position do not establish stand­
ards enforceable under the AICPA’s Code of 
Professional Ethics.
Wanda L. Patt, CPA is on the Audit Staff of 
Laventhol and Horwath in Washington D.C. 
She is the immediate past president of the 
Washington ASWA Chapter. She is also a 
member of AWSCPA, AICPA, and the VA. 
Society of CPA’s.
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Comparing The 
Objectives
Trueblood and SFAC No. 1
By Steven M. Mintz, CPA, DBA
In November 1978 the Financial 
Accounting Standards Board (FASB) 
issued Statement of Financial Ac­
counting Concepts No. 1 (SFAC #1), 
Objectives of Financial Reporting by 
Business Enterprises. The Statement 
represents the culmination of more 
than five years of work since the 
AICPA issued The Trueblood Com­
mittee report on the Objectives of Fi­
nancial Statements in October 1973 
(study group report).
The study group report received 
mixed reviews (Anton, 1976). Some 
were critical of the report pointing 
out its radical ideas, such as the re­
porting of current values when they 
were significantly different from 
historical cost, or the objective of 
providing financial forecasts when 
they would enhance the reliability of 
users’ predictions. Others were more 
accepting of the report—at least as it 
pertained to objectives which ap­
peared to be obvious. In light of 
these mixed reviews, it will be in­
teresting to see the extent to which 
SFAC #1 is accepted by the ac­
counting profession and other par­
ties interested in the standard setting 
process.
SFAC #1 states that the purpose 
of Statements of Financial Account­
ing Concepts is to establish the ob­
jectives and concepts that the FASB 
will use as a basis for the develop­
ment of financial accounting and re­
porting standards. The statements 
themselves will not establish 
generally accepted accounting prin­
ciples. As a result, auditors’ opinions 
will not be required to assess the 
conformity of financial statements 
with Statements of Financial Ac­
counting Concepts.
This article compares the objec­
tives as set forth in the study group 
report with those of SFAC #1. 
Similarities and differences are de­
scribed and analyzed. The article 
also presents recommendations for 
continuing the work of the FASB in 
establishing the conceptual frame­
work of accounting.
Background
The search for objectives can be 
traced back to the early 1960s when 
the AICPA published Accounting 
Research Studies Nos. 1 and 3, The 
Basic Postulates of Accounting 
(Moonitz, 1961), and A Tentative Set 
of Broad Accounting Principles for 
Business Enterprises [Sprouse and 
Moonitz, 1962]
Moonitz developed a framework of 
three tiers of postulates com­
prehending the environment within 
which accounting takes place, in­
cluding the economic and political 
environment, the field of accounting 
itself and its characteristics, and the 
imperatives which were statements 
of a prescriptive nature. The postu­
lates stressed what ought to be 
(goals, objectives, and standards).
Sprouse and Moonitz formulated a 
set of broad accounting principles 
that were compatible with the postu­
lates set forth in ARS #1. Among the 
implications of these principles was 
that merchandise inventory and 
plant and equipment should be 
reflected in financial statements at 
current value. These findings, being 
at variance with accepted practice, 
were not supported by the profes­
sion.
In 1964 the American Accounting 
Association appointed a Committee 
to Prepare a Statement of Basic Ac­
counting Theory [ASOBAT, 1966]. 
The Statement issued by the Com­
mittee stressed the information 
orientation of financial statements. 
That is, the primary objective of ac­
counting is to satisfy the information 
needs of specific users of financial 
statements who are a diverse group 
with varied information needs. It is 
not necessary to know in detail the 
needs of all of these diverse users to 
prepare relevant reports for them 
since certain classes of information 
are relevant to many decisions.
In 1970, the Accounting Principles 
Board of the AICPA issued State­
ment No. 4, Basic Concepts and Ac­
counting Principles Underlying Fi­
nancial Statements of Business En­
terprises. The Statement was in­
tended to provide a basis for 
enhanced understanding of the 
broad fundamentals of financial ac­
counting. It was also intended to pro­
vide a basis for guiding the future 
development of financial account­
ing.
The statement proposes that the 
basic purpose of accounting is pro­
viding useful information for eco­
nomic decision making. General and 
qualitative objectives aid in fulfilling 
this basic purpose and provide 
means for evaluating present and 
proposed accounting principles. 
General objectives provide long- 
range goals for the content of finan­
cial accounting consistent with en­
vironmental realities. Qualitative ob­
jectives describe in a general way 
the qualities of useful information.
The Statement was weak by its 
failure to elaborate on the informa­
tion needs of users of financial state­
ments. In an effort to overcome this 
weakness, in April 1971 the AICPA 
appointed a study group to develop 
a set of objectives of financial state­
ments (study group report, 1973).
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The main purpose of the study was 
to refine the objectives of financial 
statements. In seeking to do this, the 
study group was to consider the 
following:
Who needs financial statements? 
What information do they need? 
How much of the needed informa­
tion can be provided by ac­
counting?
What framework is required to 
provide the needed informa­
tion?
The report stressed users’ needs. It 
proposed that the accounting proc­
ess should consist of an interrelated 
and compatible system of objectives, 
standards or principles, and prac­
tices or procedures. Objectives were 
to identify the goals and purposes of 
accounting. Standards followed 
logically from objectives and were to 
provide guidelines for the formula­
tion of accounting practices com­
patible with the desired goals. All 
three levels of the system should be 
linked rationally to the needs of 
users. Objectives should consider 
environmental factors in addition to 
satisfying user information needs. 
Accounting as a dynamic discipline 
should evolve in response to 
changes in environmental condi­
tions.
The basic objective of financial 
statements is seen as providing in­
formation that is useful for making 
economic decisions. The users of fi­
nancial statements are parties exter­
nal to the firm, such as investors and 
creditors (primary users) as well as 
government agencies, employees, 
and the general public.
Objectives should meet the needs 
of these user groups. However, little 
research has been conducted to 
determine the role of financial state­
ments in the economic decision 
making process of statement users. 
On the basis of the lack of data on 
users’ information needs, the study 
group made the following assump­
tions, supported by research, regard­
ing the needs of statement users and 
the role of financial statements in the 
decision making process:
1. Users of financial statements 
seek to predict, compare, and 
evaluate the cash conse­
quences of their economic 
decisions
2. Information about the cash 
consequences of decisions 
made by the enterprise is useful
FIGURE 1
SUMMARY OF THE OBJECTIVES OF FINANCIAL STATEMENTS AS 
PRESENTED IN THE STUDY GROUP REPORT
Basic Objective:
To provide information useful for making economic decisions.
Subsidiary Objectives
1. To serve primarily those users who have limited authority, ability, or 
resources to obtain information and who rely on financial statements as 
their principal source of information about an enterprise’s economic ac­
tivities.
2. To provide information useful to investors and creditors for predicting, 
comparing, and evaluating potential cash flows to them in terms of 
amount, timing and related uncertainty.
3. To provide users with information for predicting, comparing, and 
evaluating enterprise earning power.
4. To supply information useful in judging management’s ability to utilize 
enterprise resources effectively in achieving the primary enterprise goal.
5. To provide factual and interpretive information about transactions and 
other events which is useful for predicting, comparing, and evaluating 
enterprise earning power. Basic underlying assumptions with respect to 
matters subject to interpretation, evaluation, prediction, or estimation 
should be disclosed.
6. To provide a statement of periodic earnings useful for predicting, com­
paring, and evaluating enterprise earning power. The net result of com­
pleted earnings cycles and enterprise activities resulting in recogniza­
ble progress toward completion of incomplete cycles should be re­
ported. Changes in values reflected in successive statements of finan­
cial position should also be reported, but separately, since they differ in 
terms of their certainty of realization.
7. To provide a statement of financial activities useful for predicting, com­
paring, and evaluating enterprise earning power. This statement should 
report mainly on factual aspects of enterprise transactions having or ex­
pected to have significant cash consequences. This statement should 
report data that require minimal judgment and interpretation by the pre­
parer.
8. To provide information useful for the predictive process. Financial 
forecasts should be provided when they will enhance the reliability of 
users’ predictions.
9. To provide information for governmental and not-for-profit organizations 
useful for evaluating the effectiveness of the management of resources 
in achieving the organization’s goals. Performance measures should be 
quantified in terms of identified goals.
10. To report on those activities of the enterprise affecting society which can 
be determined and described or measured and which are important to 
the role of the enterprise in its social environment.
for predicting, comparing, and 
evaluating cash flows to users
3. Financial statements are more 
useful if they include, but dis­
tinguish, information that is pri­
marily factual and therefore
can be measured objectively 
from information that is pri­
marily interpretive.
The remainder of the objectives 
are consistent with these assump­
tions and the objectives satisfy infor-
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mation needs of external users of fi­
nancial statement as envisioned by 
the study group. A summary of the 
objectives is presented in Figure 1.
Objectives are affected by 
economic, political, social and 
legal considerations.
Based on the study group report, 
the FASB issued a discussion 
memorandum, “Conceptual Frame­
work for Accounting and Reporting: 
Consideration of the Report of the 
Study Group on the Objectives of Fi­
nancial Statements,” dated June 6, 
1974. On December 2, 1976, the 
Board issued its Tentative Conclu­
sions on Objectives of Financial 
Statements of Business Enterprises.
The Board considered the objec­
tives of financial statements in the 
study group report but did not at­
tempt to reach conclusions on some 
of them—for example, reporting cur­
rent value and changes in current 
value, providing a statement of fi­
nancial activities, providing finan­
cial forecasts, determining the ob­
jectives of financial statements for 
governmental and not-for-profit 
organizations, and reporting en­
terprise activities affecting society 
[SFAC #1, p. 30]. In September, 1979 
the Board issued a statement on sup­
plementary disclosures of the effects 
of changing prices on business en­
terprises [SFAS Statement No. 33]. 
The Board also has a project on ob­
jectives of financial reporting by 
organizations other than business 
enterprises. An exposure draft, “Ob­
jectives of Financial Reporting by 
Nonbusiness Organizations,” was 
issued in March, 1980.
The Board issued an exposure 
draft of a proposed statement of fi­
nancial accounting concepts [“Ob­
jectives of Financial Reporting and 
Elements of Financial Statements of 
Business Enterprises,” December 
29, 1977]. The first statement of con­
cepts by the Board [SFAC #1]limited 
the subject matter to the objectives. 
The Board issued a revised ex­
posure draft on “Elements of finan-
FIGURE 2
SUMMARY OF THE OBJECTIVES OF FINANCIAL REPORTING AS 
PRESENTED IN SFAC #1
Basic Objective:
To provide information that is useful in making business and economic deci­
sions.
Subsidiary Objectives:
1. To provide information that is useful to present and potential investors 
and creditors and other users in making rational investment, credit, and 
similar decisions. The information should be comprehensible to those 
who have a reasonable understanding of business and economic activity 
and are willing to study the information with reasonable diligence.
2. To provide information to help present and potential investors and cred­
itors and other users in assessing the amounts, timing, and uncertainty of 
prospective cash receipts from dividends or interest and the proceeds 
from the sale, redemption, or maturity of securities or loans. Financial re­
porting should provide information to help investors, creditors, and others 
assess the amounts, timing, and uncertainty of prospective net cash in­
flows to the related enterprise.
2. To provide information to help present and potential investors and cred­
itors and other users in assessing the amounts, timing, and uncertainty of 
prospective cash receipts from dividends or interest and the proceeds 
from the sale, redemption, or maturity of securities or loans. Financial re­
porting should provide information to help investors, creditors, and others 
assess the amounts, timing, and uncertainty of prospective net cash in­
flows to the related enterprise.
3. To provide information about the economic resources of an enterprise, the 
claims to those resources (obligations of the enterprise to transfer 
resources to other entities, and owners’ equity), and the effects of transac­
tions, events, and circumstances that change resources and claims to 
those resources.
4. To provide information about an enterprise’s financial performance dur­
ing a period and about how management of an enterprise has discharged 
its stewardship responsibility to owners. The information, as provided by 
measures of earnings and its components, should, to the extent possible 
be useful to present and potential investors and creditors and others in (a) 
evaluating management’s performance, (b) estimating “earning power,” 
(c) Predicting future earnings, or (d) assessing the risk of investing in or 
lending to an enterprise.
5. To provide information about how an enterprise obtains and spends cash, 
about its borrowing and repayment of borrowing, about its capital trans­
actions, including cash dividends and other distributions of enterprise 
resources to owners, and about other factors that may affect an en­
terprise’s liquidity or solvency.
6. To provide information that is useful to managers and directors in making 
decisions in the interests of owners.
7. To include explanations and interpretations to help users understand fi­
nancial information provided.
cial statements of business en­
terprises,” in December 1979 and an 
exposure draft “Qualitative charac­
teristics” in August 1979. A summary 
of the objectives is presented in 
Figure 2.
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Environmental Context of 
Objectives
The study group report and SFAC #1 
both use the framework illustrated in 
Figure 3 as the foundation for the 
development of objectives. The 
ideas expressed in the literature de­
scribed earlier were instrumental in 
the establishment of this framework.
Figure 3
Objectives are affected by eco­
nomic, political, social, and legal 
considerations. Objectives cannot 
be established in a vacuum but must 
be responsive to the broad environ­
ment of financial reporting and must 
adapt to changes in that environ­
ment.1
The users of financial information 
and the information needed by them 
for decision making purposes are 
determined from the environment. 
These, in turn, determine the objec­
tives. However, the objectives may 
need to be modified because of 
characteristics and limitations on 
the information that financial report­
ing can provide.
Similarities
There are many areas of similarity 
between the study group report and 
SFAC #1. While the objectives are 
directed toward the common in­
terests of a diverse group of users, 
there is agreement that the primary 
users are investors and creditors 
since they provide much of the 
needed funds to carry on business 
operations. Other users include sup­
pliers, customers, employees, man­
agement, financial analysts and ad­
visors, regulatory authorities, and 
the general public.
The objectives focus on meeting 
the information needs of present and 
potential investors and creditors as 
the primary users of financial re­
ports. The information needs of other 
users can generally be met concur­
rently.
Investors need information which 
helps them to decide whether to buy, 
sell, or hold investments. Creditors 
need information which helps them 
to decide whether to lend funds to 
the business enterprise. In order to 
make these decisions, investors and 
creditors seek information which 
helps them assess the amount, tim­
ing, and uncertainty of cash flows 
they receive. These flows are in the 
form of interest and dividends. In ad­
dition, investors are concerned with 
their prospects for capital apprecia­
tion while creditors are concerned 
with the ability of the enterprise to 
repay loans when due.
The objectives relate to general 
purpose external financial reporting 
by business enterprises. The study 
group report and SFAC #1 recogn­
ize as the primary objective the pro­
vision of information useful for deci­
sion making. In addition, both agree 
that the information provided should 
be useful to investors and creditors 
in assessing the amounts, timing, 
and related uncertainty of prospec­
tive cash flows. Therefore, an objec­
tive of reporting is to provide users 
with information for evaluating the 
earning power of the enterprise, its 
financial position as indicated by its 
economic resources, claims to them 
(obligations and owner’s equity), the 
effects of transactions, events, and 
circumstances that change its 
resources or claims to them and the 
effective utilization of enterprise 
resources by management (steward­
ship responsibility).
Other similarities include: the use 
of accrual accounting as the primary 
basis for measuring earnings, and a 
clear reference that financial ac­
counting is not designed to measure 
directly the value of a business en­
terprise but the information provided 
may help in this endeavor.
Finally, it is recognized that inves­
tors and creditors may want to use 
the information provided to estimate 
earning power, predict future earn­
ings, assess risk, or evaluate earlier 
predictions. Financial reporting pro­
vides information on past transac­
tions and events (historical informa­
tion) which may be useful in making 
these evaluations. However, this is 
not an objective of financial report­
ing. There is some disagreement on 
this point. The study group report
Objectives should consider 
environmental factors in 
addition to satisfying user 
information needs. 
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recognizes as an objective the provi­
sion of information useful for predic­
tion. SFAC #1 recognizes this as a 
by-product of financial reporting. In­
vestors and creditors are thought to 
do their own evaluations with the in­
formation provided by financial re­
ports. In summary the similarities 
are study report objectives 1-6 and 
SFAC objectives 1-5.
Differences
The difference between the study 
group report and SFAC #1 can be 
grouped into two categories: (1) ob­
jectives included in the study group 
report but not covered in SFAC #1, 
and (2) objectives included in SFAC 
#1 but not covered in the study 
group report.
Objectives not covered in SFAC #1
The biggest difference between 
the study group report and SFAC #1 
pertains to the context of the objec­
tives. The study group report deals 
with objectives of financial state­
ments while SFAC #1 focuses on ob­
jectives of financial reporting. This 
difference is a very significant one.
The study group report detailed 
the financial statements necessary 
to accomplish the objectives it set 
forth and the types of information 
that should be included in the state­
ments. There should be a Statement 
of Financial Position, a Statement of 
Periodic Earnings, and a Statement 
of Financial Activities. These state­
ments should provide factual and in­
terpretive information, and informa­
tion useful for predictions, com­
parisons, and evaluations.
In SFAC #1 a distinction is made 
between financial statements and 
other forms of financial reporting. Fi­
nancial statements are viewed as 
only one of the many forms of finan­
cial reports that can be provided to 
users. It is expected that users will 
look to sources other than financial 
statements for some of their informa­
tion needs. These sources might be 
corporate annual reports, prospec­
tuses, and reports filed with the SEC. 
These reports include not only finan­
cial statements but other financial 
and non-financial information, such 
as news releases, management’s 
forecasts or other descriptions of its 
plans of expectations, and descrip­
tions of an enterprise’s social or en­
vironmental impact. These reports 
present information other than that 
presented in financial statements.
In drawing a sharp distinction be­
tween financial statements and other 
forms of financial reporting, it ap­
pears that the FASB was trying to 
overcome some of the criticisms ex­
pressed about the study group re­
port. The report established as part 
of the objectives of financial state­
ments:
The provision of information on 
current values when they differ 
significantly from historical 
cost
The provision of forecasts when 
they would enhance the 
reliability of users’ predictions
The provision of information 
useful for evaluating the effec­
tiveness of the management of 
resources in achieving the 
goals of governmental and not- 
for-profit organizations.
The reporting on those activities 
of the enterprise affecting 
society which can be deter­
mined and described or 
measured and which are impor­
tant to the role of the enterprise 
in its social environment
The intent of the Board appears to 
be to establish objectives for a 
variety of forms of financial reporting 
by business enterprises. While finan­
cial statements are viewed as the 
principal means of communicating 
accounting information, no conclu­
sions are reached about the identity, 
number, or form of financial state­
ments because those matters are yet 
to be considered in the conceptual 
framework project.2
The distinction between financial 
statements and the broader concept 
of financial reporting is a useful one. 
The study group report created an 
impression that the financial state­
ments should include information 
which was generally thought to be in 
the purview of general purpose fi­
nancial statements, such as current 
value information and information 
on financial forecasts. SFAC #1
Objectives provide means for 
evaluating present and 
proposed accounting 
principles.
does not draw any conclusions 
about either of these two.
However, some questions are 
raised as well. Since the objectives 
are those of financial reporting, 
shouldn’t the next step in the con­
ceptual framework project be to 
clearly define and distinguish the 
types of financial statements and 
other forms of financial reporting en­
visioned? Shouldn’t the next step in­
clude a discussion of how the finan­
cial statements and other forms of 
financial reporting will help to 
achieve the objectives set forth? In­
stead, the Board is dealing with the 
elements of financial statements 
in its next phase of the conceptual 
framework project. In summary the 
objectives included in the study 
group report but not covered in 
SFAC #1 are Nos. 7, 8, 9, and 10 as 
presented in Figure 1.
Objectives not covered in the study 
group report
The objectives presented in both 
the study group report and SFAC #1 
are quite broad in scope. These ob­
jectives may need to be modified by 
certain characteristics and limita­
tions of information that financial re­
porting can provide. The charac­
teristics and limitations directly 
affect the objectives. Some are 
readily apparent from the study 
group report, for example, the need 
to approximate, estimate, and make 
judgments in reporting financial in­
formation. In SFAC #1, however, 
some of the burden for the provision 
and usage of financial information 
for decision making has been placed 
on management, who act on behalf 
of the users, and on the users them­
selves. For example, the Board 
states that:
management knows more about 
the enterprise and its affairs than 
investors, creditors, or other “out­
siders” and accordingly can often 
increase the usefulness of finan­
cial information by identifying cer­
tain events and circumstances 
and explaining their financial 
effects on the enterprise.
This is in keeping with the broader 
notion that there are financial re­
ports that can provide very useful in­
formation which can’t be provided by 
conventional financial statements.
There is general agreement that 
the information presented in finan­
cial reports should be comprehensi­
ble to users. The study group report
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states that:
an objective is to serve primarily 
those users who have limited 
authority, ability, or resources to 
obtain information and who rely 
on financial statement s as their 
principal source of information 
about an enterprise’s economic 
activities.
SFAC #1 states that:
the objectives stem primarily from 
the needs of external users who 
lack the authority to prescribe the 
information they want and must 
rely on information management 
communicates to them
However, this information, accord­
ing to SFAC #1:
should be comprehensible to 
those who have a reasonable 
understanding of business and 
economic activities and are will­
ing to study the information with 
reasonable diligence
This is a much needed definitive 
statement of the limits of the useful­
ness of financial information. The 
degree of complexity of such infor­
mation, especially when viewed 
within the broader context of finan­
cial reporting, requires that an effort 
be made by the user to become 
familiar with the nature, content, and 
form of presentation of financial in­
formation.
Other characteristics and limita­
tions of financial reporting pre­
sented in SFAC #1 elaborate on the 
theme that financial reports cannot 
be expected to fulfill all the informa­
tion needs of users. For example, 
there is a cost involved in providing 
information for financial reporting 
purposes. The benefits derived from 
the information should be equal to or 
greater than the cost involved. 
Therefore, there is a cost-benefit 
tradeoff which might lead to the 
exclusion of some information from 
financial reports.
Information provided should 
be useful in assessing the 
amounts, timing, and related 
uncertainty of prospective 
cash flows.
Finally, even the broad notion of 
financial reporting does not encom­
pass all the information needs of the 
users. Those who rely on financial 
information for their decision mak­
ing needs should incorporate infor­
mation provided by financial reports 
with pertinent information from other 
sources, for example, general eco­
nomic conditions or expectations, 
political events, and political cli­
mate, or industry outlook.
In addition to the characteristics 
and limitations described above, the 
greater burden placed on manage­
ment and the users by SFAC #1 is in­
dicated by objectives 6 and 7 in 
Figure 2 but are not covered in the 
study group report.
Summary and Conclusions
SFAC #1 overcomes many of the 
criticisms voiced against the study 
group report. However, this has been 
accomplished primarily by exclud­
ing controversial topics from the pur­
view of their statement. SFAC #1 
does not deal with governmental and 
not-for-profit reporting and the use 
of current values in financial state­
ments. This is quite appropriate 
since both issues are currently under 
separate study by the Board. Also, 
SFAC #1 does not deal with finan­
cial forecasts and social reporting. 
These are important issues which 
should be discussed especially 
when viewed in the context of finan­
cial reporting as envisioned by the 
Board in the establishment of its 
objectives.
The Board has made progress in 
defining the limits of information 
provided by financial reporting. Fi­
nancial reports cannot be under­
stood by users unless they are will­
ing to make an effort to educate 
themselves about the information 
being presented. Management has a 
responsibility to help users better 
understand the financial informa­
tion presented to them. The account­
ing profession must continuously 
strive to increase the understand­
ability of financial reports.
Conventional financial statements 
cannot be expected to provide all the 
information that decision makers 
need. Users must look to sources 
other than the financial statements. 
Consequently, management has an 
important role to play by identifying 
important events and by providing 
explanations of their financial 
effects on the enterprise.
The benefits derived from the 
information should be equal or 
greater than the cost involved.
There are many similarities be­
tween the study group report and 
SFAC #1. General agreement exists 
on the basic objective, the users, and 
the information that should be pro­
vided to meet their decision making 
needs. In this respect the FASB has 
brought to a conclusion the work 
begun by the Trueblood Committee 
over five years ago. The Committee 
felt that its conclusions should be 
viewed as an initial step in develop­
ing objectives, in SFAC #1 the 
Board has refined and clarified 
many of these objectives.
On the other hand, SFAC #1 
opens up a whole new area of con­
cern. There should be a clear defini­
tion of financial reporting and the 
role of financial statements in this 
context. The Board decided to leave 
this to later stages of the conceptual 
framework project. The next phase 
will focus on defining the elements 
of financial statements.
A gap exists between the objec­
tives stated in SFAC #1 and their im­
plementation. The next logical step 
in the evolution of a conceptual 
framework of accounting would be 
to close that gap by defining the fi­
nancial statements and other forms 
of financial reporting required to 
provide the information, as de­
scribed in SFAC #1, to meet the 
decision making needs of the users 
of financial reports. Ω
NOTES
1The descriptive characteristics of the 
economy of the U.S. provide the foundation 
for developing objectives. These charac­
teristics include, among others: highly 
developed exchange economy; use of money 
as a medium for exchange; consumption, sav­
ing, and investment activities in the economy; 
aidespread form of investor-owned business 
enterprises; need for funds to carry out busi­
ness operations; utilization of national and/or 
multinational markets to raise needed funds 
by selling stock and/or borrowing money; pri­
vate ownership of productive resources; 
diversity of markets ranging from highly com­
petitive to regulated monopolies; and 
periodic government intervention in the pro­
cess of allocating resources.
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2SFAC #1 identifies the financial state­
ments now most frequently provided as (a) 
Balance Sheet or Statement of financial Posi­
tion, (b) Income or Earnings Statement, (c) 
Statement of Retained Earnings, (d) State­
ment of Other Changes in Owner’s or 
Stockholders’ Equity, and (e) Statement of 
Changes in Financial Position (Statement of 
Source and Application of Funds).
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Brewer, Continued from page 13 
the auditor turns to the next 
chart which outlines the 
“remedy” suggested by the au­
ditor, such remedy having been 
developed in concert with 
auditees involved during the 
review. If general agreement is 
obtained, the auditor moves on 
to the next finding. However, if 
the auditee does not agree with 
the suggested remedy, a viable 
alternate solution is sought. 
Should agreement for a remedy 
become unattainable, the audi­
tor collects enough information 
to reflect fairly significant 
views in the final report. It is the 
auditor’s responsibility, 
however, to take a position and 
to state that position after con­
sidering all relevant viewpoints 
and facts.
8. After all findings are reviewed, 
the auditor summarizes the 
findings using one chart, and 
then “talks through” the pro­
posed corrective action. The 
discussion is limited, but pre­
sented in such a manner to 
avoid any misunderstandings 
as to the findings and sug­
gested remedies.
Summary
In conclusion, to conduct a post 
audit review meeting that promotes 
understanding, one must:
1. Include department heads.
2. Conduct meetings on neutral 
ground.
3. Restrict meeting time to one 
hour or less.
4. Avoid an air of confrontation.
5. Encourage auditee input.
6. Use visual aids to highlight the 
findings, the impact, and the 
remedies.
7. Obtain concurrence with 
auditees, or failing that, fairly 
reflect varying views while still 
making an independent audit 
decision as to the position 
taken.
It is helpful to keep in mind that in­
ternal auditing is a management 
service conducted by professionals. 
The ultimate success of the audit de­
pends upon the auditor’s ability to 
promote effective action to remedy 
substantive problems. Ω
Billy R. Brewer, CPA, is District Man­
ager-Internal Audits of the South 
Central Bell Telephone Co. in Bir­
mingham, Alabama. He is a graduate 
of the University of Alabama.
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Clark, et al, Continued from page 10 
recommendations would indicate a 
high degree of confidence in the per­
formance of the internal audit staff.)
Finally, it should be noted that this 
research was focused upon the iden­
tification of criteria which might be 
used by CPAs for the evaluation of 
internal audit departments under the 
provision of SAS No. 9. The actual 
use of these criteria is dependent 
upon the ability to adequately 
measure them within particular cor­
porate environments. It is suggested 
that further research be undertaken 
which should attempt to develop 
methods of measurement for each of 
the criteria identified in this study.Ω
NOTES
1 .The Authors will furnish a list of these cri­
teria upon request.
2 .The Delphi Process is concerned with the 
utilization of experts’ opinions. It involves the 
design of a questionnarie on a particular 
topic of interest that is sent to these experts. 
After the questionnaire is returned, the results 
are summarized and a new questionnaire is 
designed. This questionnaire is returned to 
the expert panel along with the responses to 
the original questionnaire. This process is 
repeated until a consensus of the experts is 
reached.
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Reviews
Editor:
Imogene A. Posey, Ph.D
University of Tennessee
Planning and Control in Higher 
Education, Anthony J. Gambind; Na­
tional Association of Accountants, 
New York, NY, 1979, 115 pages.
Anthony Gambind addresses a 
timely topic in this book; the applica­
tion of management planning and 
control to the not-for-profit sector, 
specifically higher education. The 
author’s goal is to “investigate the 
current techniques used in the plan­
ning and control of colleges and 
universities and how they might be 
improved.” To achieve this goal, the 
author gathers data through a 
review of the literature, interviews 
with business officers at 16 colleges 
and universities, a mail survey of 164 
academic administrators, financial 
administrators, and state-level plan­
ners (66 responses). The author does 
an admirable job in coordinating the 
results from different data sources in 
addressing the topics presented. 
The study presents the results in 
descriptive form with references to 
related studies to supplement the 
research.
The book is divided into six chap­
ters. The introductory chapter de­
scribes the higher education en­
vironment and provides an overview 
of the research approach. The sec­
ond chapter analyses the question­
naire results providing numerous 
quotes from administrators and 
planners. Special attention is given 
to the types and uses of costing, 
budgeting approaches and output 
measures. This section highlights 
the basic problem of an acceptable 
output measure to evaluate higher 
education. For this reviewer, the con­
trasting views provided through the 
survey presented the most interest­
ing reading. Chapter three outlines 
the use of costing concepts (full 
costing, standard costing, and varia­
ble costing) and discusses the 
degree of implementation. Chapter 
four addresses the need for planning 
and budgeting with emphasis on 
Management Information Systems 
(MIS) and simulation models. 
Chapter five provides an introduc­
tion to Planning, Programming, 
Budgeting System (PPBS) and Zero­
Base Budgeting (ZBB). The author 
concludes that these budgeting con­
cepts are not fully understood or 
utilized. The concluding chapter on 
the accountability in higher educa­
tion identifies the problems encoun­
tered with subjective outcome 
measures and performance evalua­
tion. Emphasis is given to the 
change in the ranking of the major 
factors used in faculty evaluations.
The primary limitation of the 
material in the book is the inability of 
the reader to draw specific conclu­
sions about the data presented due 
to the lack of any statistical analysis 
and any generalizations from the 
benefit of inferential statistics. Even 
though this limitation is ap­
propriately noted by the author, in­
clusion would have upgraded the 
value of the survey. The reader is left 
to wonder whether the quotes and 
data presented are representative. 
Nonetheless, the data presented 
does provide interesting insight into 
the topic.
On balance, the author does ac­
complish the stated objective of ex­
amining the current and prospective 
application of management ac­
counting in higher education. The 
author delineates the inherent prob­
lems faced in planning and control 
in not-for-profit organizations. Gam­
bind appropriately identifies the in­
ability to directly measure output 
and the related difficulty of utilizing 
cost/benefit analysis as the major 
obstacles faced by colleges and 
universities in effectively employing 
managerial accounting.
This book should be of interest to 
business officers and administrators 
interested in a “state of the art” pres­
entation on managerial application 
in colleges and universities. The pri­
mary benefit to be derived from the 
book is an insight into the man­
agerial approaches in use, the ad­
vantages and disadvantages of 
each, implementation problems, and 
examples of successes and failures.
The research project is well 
organized, informative, provides in­
teresting reading, and is useful as a 
general introduction to the topic, is 
an in-depth expertise is not the intent 
of the book. The author continually 
points to the need for additional 
research in the area.






Accounting Educators May Need Norms 
of Professional Conduct
By Al Hartgraves, Ph.D.
Oscar J. Holzmann, Ph.D.
The idea of independence is as 
basic to the performance of certain 
professional accounting functions 
as the notions of “thrust” and “lift” 
are to the design and engineering of 
airplanes. Independence is the very 
premise for the public accountant’s 
audit function, an essential part of 
which is objective review and inves­
tigation. Within the confines of the 
academic world, independence has 
long been perceived as a quality 
which fundamentally undergirds the 
professional educator’s freedoms of 
pursuit of knowledge and expression 
of scholarly convictions, and the 
concept of classroom sovereignty.
Little has been printed in the ac­
counting literature, or elsewhere for 
that matter, about the independence 
of academic accountants. Recently, 
Accounting Education News devoted 
portions of two separate issues to 
discussing alleged incidents where 
accounting professors had ap­
parently refused to testify as expert 
witnesses on behalf of plaintiffs 
gainst defendant CPA firms. [1979, p. 
1] Accounting Education News also 
printed excerpts or summaries from 
numerous responses to the original 
editorial. The respondents raised 
many interesting points, some sup­
porting the suggestion that there 
may be an independence problem 
among academic accountants and 
others dismissing the cited incidents 
as isolated, rather than reflecting a 
pervasive problem. [1 Bid, p. 37] 
Currently, the American Accounting 
Association’s attention to the faculty 
independence question has also 
brought to surface a number of 
issues which deserve examination. 
These issues are examined from the 
vantage point of the academic ac­
countant. The discussion of these 
issues is preceded by a brief histori­
cal background of the interrelation­
ship between private contributions 
and academic independence.
A Historical View
Conflicts between academic 
freedom and contributions to educa­
tional institutions are not a recent 
phenomena. The first such en­
counter of import is recorded as hav­
ing occurred in the late eighteen 
hundreds when Professor Henry 
Carter Adams was dismissed from 
Cornell University for having 
delivered a pro-labor speech which 
ignited the wrath of a large contribu­
tor of the university. [3 Metzger, 1955, 
p. 145] A plethora of similar cases 
was recorded in the following years 
into the early nineteen hundreds as 
the great universities of this country 
were achieving academic viability at 
great financial costs—in many cases 
largely borne by the noted 
philanthropists of the day, the Car­
negies, Vanderbilts, Stanfords and 
Rockefellers, among others. These 
were also times of momentous social 
conflict throughout the country, 
times when the intellectuals felt 
compelled to take positions on 
issues such as women’s suffrage, 
prohibition, and labor reform. In­
evitably, conflict ensued between the 
liberal professor pursuing his dis­
cipline and the conservative board 
of trustees often dominated by big 
business.
The crises of the early nineteen 
hundreds changed the concept of 
academic freedom and, actually, led 
to stronger freedoms of academic 
pursuits and expression. Out of this 
period of history grew today’s 
staunchest defenders of these 
freedoms, the American Association 
of University Professors and the 
widely adopted system of academic 
tenure. Although accounting educa­
tion was not a part of the academic 
institutions which struggled through 
the conflicts just described, it con­
tinues to reap the spoils of those 
early battles for, as occurs in so 
many other disciplines, the integrity 
of the educational process is 
strengthened in accounting by the 
freedoms available to its educators. 
Is it possible, however, that increas­
ing links between accounting 
educators and public accountants 
present a threat to these freedoms?
Public Accounting and the 
Academic Community
The public accounting community, 
and much of the business world, are 
rather closely linked with the 
academic accounting community. 
These links take a variety of forms: 
(1) cooperation in the recruiting of 
accounting students, (2) accounting 
firm or business sponsored faculty 
residency programs, (3) university 
adjunct professorships for CPAs and 
other practitioners, (4) funded pro­
fessorial chairs for distinguished 
professors, etc. These joint pro­
grams likely exist for the benefit of 
both parties. While some of the 
benefits may be intangibles difficult 
to measure, they are usually 
specified in the literature about 
these programs and are well under­
stood by the parties involved. In any 
case, it is hard to see how these 
kinds of links between academicians 
and practitioners could possibly be a 
threat to the freedom of the 
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academic arm of the accounting pro­
fession. Therefore, one should not 
look here for such threats.
On the other hand, sometimes the 
link takes the form of a financial 
grant. Grants may be used for 
scholarships, curriculum develop­
ment library additions, faculty 
recruitment, travel, and various other 
needs. The contributor may benefit 
from increased goodwill on the part 
of the faculty and students of the 
receiving institution and a better 
trained future pool of graduates from 
which to hire. All rights and obliga­
tions of the parties should be under­
stood at the time a grant is accepted. 
The educator or academic adminis­
trator involved will want to make 
sure that none of the attendant 
obligations may impinge on 
academic freedom. Acceptance of a 
grant including limitations of 
academic freedom should raise 
serious questions concerning the 
professional ethics of the adminis­
trator or educator involved. Nonethe­
less, this is an individual decision, 
and it should not be perceived as 
evidence of the decay of independ­
ence among academic accountants. 
To be sure, the expectations of some 
parties concerned with academic 
freedom may be too extreme.
One writer responding to the Ac­
counting Education News editorial 
on academic independence indi­
cated that “academics have been 
conspicuously absent from account­
ing related moral and ethical 
issues.’’ [ibid, p. 7] In the extreme, 
this observation suggests an ac­
counting educator transformed into 
an aggressive public-minded 
watchdog ready to identify and con­
demn the unethical behavior of any 
preparers of accounting information 
who thereby aim to mislead financial 
statement users. This role might be 
exemplified by the public posture 
taken by Professor Abraham Briloff, 
the “Ralph Nader’’ of the accounting 
profession. There may be a need for 
more activists in the ranks of educa­
tors, but it would not seem reasona­
ble to perceive their alleged scarcity 
as evidence of weakening inde­
pendence or to expect that such a 
professional posture should become 
the expected norm for academic 
accountants.
First, it is somewhat naive to ex­
pect all members of a profession to 
be totally independent of important 
Accountants have been 
conspicuously absent from 
accounting related moral and 
ethical issues.
sources of financial support. This 
view applies to many professions in 
our society. As an example, a com­
mon political issue lies in whether 
attorneys who are legislators and/or 
members of regulatory bodies 
should in any way be associated 
with legal firms representing the in­
terests of those affected by the legis­
lation or regulation under their con­
sideration or jurisdiction. Regard­
less of the individual solutions 
reached on this matter at the state 
and federal levels, the underlying 
potential conflicts of interest should 
not be seen as compromises of the 
independence of the legal profes­
sion as a whole. When we attribute 
the quality of independence to a per­
son, an organization, or an entire 
profession we must do so with an 
understanding of the practical 
limitations in the circumstances.
Secondly, and perhaps much more 
important, independence in attitude 
merely requires academic account­
ants to teach what is good account­
ing and disclosure. It has not been 
traditionally perceived as requiring 
that the trenches be openly manned 
against those specific others who 
fail to practice good accounting and 
disclosure. Nonetheless, accounting 
educators often go beyond the 
classroom walls in pursuit of their 
teaching avocation and usually play 
a seminal role in bringing about 
change. Hardly a change has been 
experienced by the public account­
ing profession which cannot be 
traced to the writings and speeches 
of some accounting educator. The 
rather quiet, above-the-fray, but, in 
the long run, effective manner in 
which academics push for change 
may in fact be healthier for the main­
tenance of independence than a 
more vociferously activist role.
What has been said here so far 
supports the view that academic 
accountants, as a profession, do not 
seem to be engaged in practices that 
are likely to weaken the independ­
ence they enjoy. Nonetheless, there 
may be individual actions which 
conspire against independence. 
These actions may not be a reason 
for concern as long as other, inde­
pendent, points of view are voiced by 
members of the profession. But, the 
recent incidents concerning 
academic expert witnesses suggest 
that a problem may already exist for 
the profession.
The Academic Expert Witness
The American legal system pro­
vides for the examination, verifica­
tion, or nullification of evidence in 
court through expert testimony. Col­
lege and university professors are 
often called upon to give expert 
opinions and interpretations of evi­
dence. Sometimes accounting pro­
fessors are asked by the plaintiff’s 
attorney to serve as expert witness in 
cases involving public accounting 
firms, and other times they are re­
tained by the defendant CPAs.
In the incident cited in Accounting 
Education News an attorney for the 
plaintiff found it difficult to find a 
member of academia to give expert 
testimony, allegedly because the 
educators asked were fearful of of­
fending the defendant accountants 
who happened to be contributors to 
their universities. The possibility of 
such an occurrence raises some im­
portant questions which ought to be 
examined by the American Account­
ing Association.
• Do academic accountants have 
an implied obligation to pro­
vide expert testimony in the 
areas on their expertise?
• Does refusal to testify against a 
contributor cast a cloud over 
the academics’ independence, 
or even their professional 
ethics; or is it in fact just an 
honest admission that an ob­
jective testimony is not possi­
ble in such situations, and 
would thus be inappropriate for 
an academic person to provide 
expert witnesses? Is this not 
really a corollary to the CPA 
who is prevented from render­
ing certain professional serv­
ices to clients with whom s/he 
has financial ties?
• Should academic accountants 
relinquish all ties with account­
ing and/or business firms so as 
to never be in a position where 
they have to refuse to testify 
against those firms on grounds
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of lack of independence?
These are difficult questions, 
some are indeed extreme, but 
answers apparently are needed to 
preserve intact the aura of independ­
ence which the academic account­
ing profession has enjoyed.
Several proposed solutions to the 
expert witness issue have been sug­
gested, including
1. Formalization by the American 
Accounting Association of a 
code of ethics for academic ac­
countants setting forth stand­
ards pertaining to outside ac­
tivities of academics, including 
consulting and expert 
testimony.
2. Preparation by the American 
Accounting Association of an 
annual directory listing names 
of members who are available 
to serve as expert witnesses 
and the area of their expertise.
3. Adoption of a policy by col­
leges and universities that ac­
counting faculty are en­
couraged to make their exper­
tise available and that appear­
ing as an expert witness will 
not be viewed as constituting a 
conflict of interest.
4. Adoption of a policy by col­
leges and universities of 
tactfully notifying contributors 
in a letter of acceptance of 
donations that such donations 
will not affect the school’s or its 
faculty’s independence with 
respect to that firm.
Although each of these proposals 
has a measure of merit, the Ameri­
can Accounting Association seems 
to have taken the position that the 
resolution of the expert witness con­
troversy can best be achieved 
through a broader examination of 
the faculty independence question. 
Accordingly, the president of the 
American Accounting Association 
has appointed a Committee on 
Faculty Independence. The charge 
to that committee includes the 
following:
1. To identify sources of possible 
impairment of the independ­
ence of accounting educators 
and problems that may arise 
therefrom.
2. To recommend safeguards if 
any material constraints on 
academic independence are 
found to exist.
3. To consider the need for, and 
feasibility of, developing a 
“code of ethics and rules of 
professional conduct” for ac­
counting academics. [Com­
mittee, 1980, p. 1.]
By addressing these broad inde­
pendence issues, one should expect 
the committee to consider not only 
the expert witness problem but also 
to examine the alleged conditions 
which contribute to this and other 
problems. We would expect that a 
proposed resolution addressing the 
ethics of academic accountants, in­
cluding independence, and restric­
tions thereon, will be forthcoming 
within the next year.
The profession has reached a 
point in its growth and 
development where specific 
professional conduct norms 
should be considered.
Concluding Remarks
For years the academic sector of 
the accounting profession has per­
formed its role and function effec­
tively within the larger academic 
profession guided by the standards 
and norms of the profession of high­
er education. As a result of their ex­
panded direct involvement with the 
commercial sector, academic ac­
countants have found themselves 
active in areas with little or no 
authoritative guidance over their 
professional conduct. Consequently, 
the judgment of some academics in 
their relation to the business com­
munity has come under criticism. 
Although the authors do not per­
ceive that there is a crisis situation in 
the academic community, they do 
concur with the action of the Ameri­
can Accounting Association in its 
move to study the question of 
academic independence.
With more than six thousand 
academic accountants now 
employed by the universities and 
four-year colleges in the United 
States, the profession has reached a 
point in its growth and development 
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where specific professional conduct 
norms should be considered. If prop­
erly conceived, a statement of pro­
fessional conduct would serve to im­
prove the overall effectiveness of the 
academic community and to foster 
greater respect from all persons and 
groups with whom the academic 
community relates and to whom it is 
responsible. Ω
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ELECTRONIC DATA PROCESSING
Editor: 
Elise G. Jancura, CPA, Ph.D. 
The Cleveland State University 
Cleveland, Ohio
The Computer As An Audit Tool
Computer-assisted auditing tech­
niques frequently provide the auditor 
with opportunities to perform 
necessary audit procedures more 
efficiently and, in many instances, to 
perform tests of greater depth by pro­
viding freedom from the usual time 
and cost constraints that can exist 
with manual procedures. The advan­
tages of computer-assisted tech­
niques are especially great where 
the client’s records are already in 
machine-readible form and would 
not otherwise have to be printed. 
However, even when the client’s 
records are not computerized, the 
auditor may find use of the computer 
convenient. In those instances the 
computer can be used by the auditor 
where the calculations required by 
the audit are numerous and/or com­
plicated. By applying computer tech­
niques, the auditor can gain access 
to a great deal more information 
than would be possible under tradi­
tional manual techniques, that also 
can free a much larger percentage of 
audit time for evaluation and judge­
mental activities than was previously 
possible.
Functional Abilities Of The 
Computer Useful To The 
Auditor
Computers can be used to perform 
a wide variety of routine clerical 
tasks rapidly and efficiently. The 
computer can be used to scan all 
records within a given file for inter­
nal consistency, completeness, and 
validity. This means that all records 
can be examined as opposed to 
merely a sample. At the same time 
the computer provides as an immedi­
ate by-product a means of checking 
all extensions, control totals, and 
cross-footings. The auditor pre­
viously may have spent many hours 
performing detailed tests and com­
putations. These can all be done 
rapidly by the computer at the same 
time that more complex and sophisti­
cated tests and analyses of client 
files and other financial data can be 
performed.
As computer programs are used to 
analyze the records in a client’s files, 
to search for attributes in which the 
auditor is interested, or to scan the 
data records for irregularities, the 
auditor can simultaneously be pro­
ducing exception reports that can be 
subsequently examined in detail. In 
this way routine or usual items can 
be handled quickly and without 
much attention from the auditor 
allowing concentration on those 
items that are unusual. In addition, 
the auditor can use the computer to 
sort, compile, and analyze large col­
lections of information that have 
been generated by the audit itself.
One of the major uses to which the 
computer can be put is to search and 
retrieve records from client files. The 
computer can search huge volumes 
of records or transactions in a very 
short time, identifying and selecting 
items that may have a particular 
audit significance. As long as the 
characteristic by which the selection 
is to be made can be described in an 
objective manner, a computer can be 
programmed to recognize this 
characteristic and select records 
containing the identified charac­
teristic for further audit attention. An 
application of this ability of the com­
puter to search computer files and 
retrieve certain records is the use of 
the computer in selecting and print­
ing confirmation requests.
The computer can be used to 
select audit samples on the basis of 
any objectively defined charac­
teristic or condition. In addition, 
however, the computer can be used 
to formulate and select random sam­
ples. Generation of random numbers 
can be a time consuming manual 
procedure, but on the computer it 
can be done rapidly. Furthermore, 
the auditor can be aided in determin­
ing sample sizes needed to satisfy 
certain statistical confidence levels 
and to sort and print out the lists of 
the sample items in the numerical 
sequence of the records, documents, 
or other forms to be audited.
Another area where the computer 
can be of great use to the auditor is 
in facilitating the many mathemati­
cal computations that must be made 
— such as verifying the extensions, 
additions, and calculations of the 
client’s records (which, incidentally, 
can be performed on all records 
rather than just a sample). Further, 
the auditor can use the computer for 
the auditor’s own calculations. The 
speed of the computer will enable 
the auditor to compute a much 
greater variety of ratios and 
averages from the client financial 
and operating data. These figures 
can be used to identify deviations 
within the current year’s results or to 
provide better comparisons with 
prior year’s results. Procedures such 
as the aging of accounts receivable, 
preparation of usage requirements, 
and analysis of inventory for ob­
solescence can all be facilitated by 
computerization. The computer 
represents a great advantage in han­
dling data files, because large- 
volume machine-readable files can 
be easily summarized and used to 
provide reports to the auditor in 
whatever detail or level of sum­
marization may be most useful.
The ability of the computer to read 
rapidly through large volumes of in­
formation can also make it conven­
ient for the auditor to use the com­
puter to make comparisons between 
two or more files of data. Com­
parison of two generations of a file 
(for example, payroll) can provide a 
changed log against which to verify 
all transactions affecting the master 
records (such as terminations and 
additions to the employee rolls). The 
computer can also be used to com­
pare independently collected data to 
client records — for example the au­
ditor can compare the results of test 
counts of selected items of a physi­
cal inventory to the inventory 
records and very quickly identify any 
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discrepancy. During the comparison 
the computer can be calculating 
cost-price extensions and compar­
ing those as well as the quantity 
counts, to the client records. 
Discrepancies can be immediately 
brought to the auditor’s attention. 
Similarly, the auditor can compare 
the previous year’s expense records 
to the current year’s expense records 
selecting for further detailed ex­
amination items that show unusual 
variation or change.
Testing The System vs 
Testing The Data
The computer can be used in two 
ways: first, to test the system itself; 
second, to test client data. In the first 
case, effort is concentrated on test­
ing and validating the processing 
system on the assumption that if the 
system that produces information is 
complete, accurate, and well-con­
trolled, the results that the system 
produces will be correct. The tech­
niques employed in this process are 
compliance tests. For example, the 
computer can be used to process 
test data against existing programs 
to determine whether these pro­
grams and their related procedures 
produce predictable results.
The second approach concen­
trates on retrieving and verifying the 
data itself. Techniques to test the 
data may be either compliance or 
substantive tests depending upon 
the use to which they are put. For ex­
ample, testing data to determine the 
incidence or rate of certain errors or 
the predictability of results is a com­
pliance test. Using the same client 
data to verify the financial values 
represented by that data is substan­
tive testing. In tests of client data, the 
auditor can use the computer to 
retrieve data, to tests extensions and 
footings, to select and print confir­
mations, to select and print audit 
samples, to compare duplicate data 
for consistency, to compare audit 
data with company records, and to 
perform analyses of audit samples.
Frequently, tests of compliance 
are closely interrelated with substan­
tive tests. Specific auditing pro­
cedures may concurrently provide 
evidence of compliance with ac­
counting control procedures as well 
as substantive evidence of accurate 
records. In some cases, actual data 
may be used as the auditor samples 
the results of processing for the 
existence of conditions that should 
have been detected by programmed 
controls. While some of the com­
pliance testing procedures may use 
actual data, others may introduce 
simulated or test data for purposes 
of tracing the way in which the 
system handles the simulated data. 
Whatever procedures are use, the 
primary purpose of compliance test­
ing is to test the system not the data. 
The primary purpose of substantive 
tests is to verify the accuracy of the 
data.
Systems testing procedures in­
clude the following computer- 
assisted techniques: program code 
review using computerized tools 
such as automatic flow-charting pro­
grams; the use of copy utilities which 
allow the auditor to make copies of 
program code for subsequently con­
trolled use or comparison; the in­
troduction of test data to test the 
organization’s existing processing 
system; the use of integrated test 
facilities (ITF); system or parallel 
simulation; and several procedures 
for analyzing program code, includ­
ing the use of cross-reference 
systems and optimizer packages.
Computer-assisted techniques 
which test data always involve the 
use of some program (either one pre­
pared by or controlled by the auditor) 
to access and analyze the data. 
These programs which are used to 
test the data may be generalized 
computer audit packages or 
generalized computer software, the 
latter frequently provided by the ven­
dor of the client’s processing system. 
Occasionally the auditor will write 
special programs for particular audit 
problems or the auditor may use 
built in audit routines which have 
been embedded in the organiza­
tion’s computer system.
Some of the compliance 
testing procedures may 
introduce simulated or test 
data for purposes of tracing 
the way in which the system 
handles the simulated data
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Audit Languages and 
Programs
The most heavily used computer- 
assisted audit procedure is the ex­
ecution of an auditor controlled pro­
gram to retrieve and analyze client 
data from client files. The auditor 
controlled program is usually some 
form of a generalized computer audit 
program, although in special cir­
cumstances the auditor may find it 
necessary to use a controlled copy 
of a client program or even write a 
specially designed audit program for 
unusual circumstances.
Generalized Audit Software—A 
generalized computer audit program 
is a pre-written program designed to 
perform certain audit procedures on 
computer files through provision of a 
group of optional routines that can 
be selected by the auditor as the re­
quirements of a particular audit 
situation dictate. A number of these 
generalized computer audit pro­
grams or packages are available. 
Some have been written by software 
vendors who hope to sell them for a 
profit and others have been written 
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by auditing firms for their own pur­
poses. They have all been designed 
to make it easier for the auditor to 
use the computer in the performance 
of an audit. While it is not necessary 
to write the programs to perform the 
procedures desired, the auditor must 
still communicate with the 
generalized audit program in order 
to identify the processing to be done 
and to describe the data files of the 
organization. This is necessary 
because the generalized audit pro­
grams must be designed to handle 
many different forms of data with 
many different types of organiza­
tions and fields — otherwise they 
would not be generalized programs.
When the auditor is concerned 
with testing existing data for either 
compliance or substantive purposes, 
there are usually certain basic func­
tions which are performed on that 
data. These functions are to search 
large computerized files and retrieve 
items that have audit significance; to 
select samples from computerized 
files using systematic random sam­
ple techniques or to calculate a sam­
ple size necessary to satisfy desired 
statistical confidence levels; to per­
form basic mathematical operations 
of addition, subtraction, multiplica­
tion, and division; to perform file 
comparisons, merges, and sorts; to 
summarize large volumes of data 
and report the results; and to output 
the results of these operations in 
some suitable form — usually 
printed reports. All of the 
generalized audit packages are 
designed to perform these functions.
General Utility Programs — The 
same processing functions which 
are usually implemented in 
generalized audit software (retrieval, 
sample selection, file manipulation, 
calculation, and printing) are also 
frequently performed for installation 
operations and therefore, these 
standard functions are frequently in­
cluded in the general software sup­
port systems provided by the vendor 
to customers. Usually these take the 
form of utility programs within the 
vendor-provided operating systems. 
Where these facilities exist in the in­
stallations standard software, and 
the auditor has enough knowledge 
to use them effectively, these 
generalized computer packages 
themselves may be frequently used 
to perform certain audit functions.
Generalized computer audit soft-
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The use of the computer to test 
itself and the data processing 
system is a realistic and 
reliable way of evaluating the 
system
ware has great flexibility in handling 
files. However, these generalized 
computer software packages usually 
require greater user expertise than 
generalized computer audit software 
since they are designed for use by 
EDP personnel. This means that the 
auditor may need a slightly higher 
level of technical knowledge and 
must understand the functioning of 
the particular computer software 
package in order to successfully use 
it. Where the auditor does have this 
expertise however, use of 
generalized computer software to 
perform certain audit functions on 
client data provides access to a 
wider variety of systems than might 
be the case with generalized audit 
packages alone. Thus, for the variety 
of computing system for which no 
generalized audit package has been 
developed, use of the generalized 
computer software (utilities) pro­
vides a handy tool for the auditor.
Embedded Audit Modules — Em­
bedded audit modules are incorpo­
rated within processing programs. 
These modules are sections of pro­
gram code that produce special by­
product information of the files or 
functioning of the program as the 
program is executed. Usually the 
audit module is executed only on a 
selected basis when activated within 
the program by special instruction or 
control message. An example of an 
audit routine could be an automatic 
logging procedure for accesses to 
selected and confidential files or a 
module which would extend the ac­
counts receivable aging program to 
produce concurrently confirmation 
requests for the auditor.
Another use of built-in or embed­
ded audit modules would be the im­
plementation of the technique of tag­
ging. In tagging, certain transac­
tions are identified (either through a 
sampling procedure or because of 
certain attributes in the transaction) 
and subsequently traced through the 
computer processing. An audit file 
could be created by logging all of 
the processing performed on the tag 
transactions. This audit file can then 
subsequently be reviewed by the au­
ditor. Tagging and the use of built-in 
audit modules is particularly effec­
tive in large integrated processing 
systems where files are up-dated on­
line and subsequent auditing of the 
transactions would be difficult.
Computer-Assisted 
Techniques To Test The 
System
A number of procedures can be 
employed to verify and confirm the 
results of the processing system. 
Some of the techniques which can 
be employed are examination of 
error listings, batch control records, 
and authorization records to deter­
mine that the flow of information is 
as described. In addition, the auditor 
can actually trace a sample of repre­
sentative transactions from the 
recording of source documents 
through whatever intermediate 
records exist to the output record for 
records produced. However, tracing 
actual transactions through the pro­
cessing system may not be practical 
in those instances where the volume 
of information is extremely large or 
where the transaction is not origi­
nally recorded in manual form, or in 
those instances where the process­
ing is such that the machine-pro­
duced results cannot be easily 
traced back to the manual record. 
Where these conditions exist the use 
of the computer to test itself and the 
data processing system is a realistic 
and reliable way of evaluating the 
system. There are several computer- 
assisted techniques which can be 
used to test the system. A few of 
these techniques are described 
below.
Use of Test Data — Test data is a 
set of transactions introduced by the 
auditor at an appropriate point in the 
processing system to test the opera­
tion of that system. The test data 
should include transactions for ev­
ery possible type of condition which 
might have a significant impact on 
the accuracy of the financial records 
produced by the processing system. 
The auditor may obtain these test 
transactions by selecting transac­
tions from previous client files or by 
generating simulated data created 
by the auditor. The test data are pro­
cessed by the client’s system and the 
results produced are compared to 
the predictable results which should 
have occurred if the system is func­
tioning properly. The use of test data 
can help the auditor to determine if 
correct transactions are properly 
handled and if incorrect or invalid 
transactions are detected by the 
system.
Test data can be used to evaluate 
more than computer programs 
alone. Test data can be used to test 
the transcription or data entry pro­
cedure, the editing procedure, and 
the manual correction procedure in 
use by the installation. The introduc­
tion of test data requires careful 
planning in advance to determine 
how and when the test data will be 
introduced into the system. Provision 
must also be made for controlling 
the use of the system when the test 
data is being processed and for con­
trolling the use of master files during 
the test runs. Very careful considera­
tion must be given to the timing of 
the test and the prevention of any 
test data from creating distortion in 
client files. This usually leads to 
some process in which the auditor 
obtains a working copy of client files 
against which to process test trans­
actions. Further, the auditor must 
take sufficient care to provide 
assurance that the program being 
tested is that actually in use by the 
organization.
Integrated Test Facility — The in­
tegrated test facility (ITF) technique 
is basically an extension of the test 
data concept. The integrated test 
facility approach integrates perma­
nent test data into regular master 
files in a way that permits the auditor 
to process test transactions during 
the normal processing of live data. 
The principal objective is to allow 
the auditor continuously to monitor 
the performance of the system. ITF 
involves the establishment of a fic­
titious entity in the organization’s 
data files against which test data 
can be processed. This fictitious en­
tity can be a division, a customer, 
and employee, or an account. Once 
this entity has been established, 
transactions can be processed 
against it using normal company 
procedures for normal transactions. 
By being able to intermix test data 
along with normal transactions, the 
auditor does not have to be con­
cerned with separate runs or con­
trolled access to the computer 
system.
The ITF method seems to have po­
tentially large benefits for those 
organizations for whom continual 
testing is desirable. This is particu­
larly true for real-time on-line 
systems, where files are being con­
tinually up-dated and for which inter­
ruption of the system for more tradi­
tional audit techniques should be 
minimized. As a safe-guard against 
unauthorized manipulation of the 
built-in test records, these records 
should be regularly reviewed and 
analyzed. The identity of these test 
records should be kept secret, and 
both the initial introduction of the 
test entity into the master files and 
subsequent transactions to be pro­
cessed should be executed through 
the normal authorization and record­
ing procedures. This helps to protect 
the identify of the test records and 
prevents unauthorized personnel 
from generating their own test 
records for personal manipulation.
Parallel Processing — In parallel 
processing, the auditor develops an 
independent processing system or 
model to simulate the application 
processing system being tested. The 
same data is processed through the 
auditor’s simulated system as is pro­
cessed through the “live” applica­
tion system. The results of the test 
and the “live” processing are com­
pared and all differences are inves­
tigated.
The parallel simulation can be 
developed through several alterna­
tives. Theoretically the auditor could 
write independent programs to 
simulate the installation’s process­
ing procedures, but this is rarely 
practical. More often, standard utility 
programs or other generalized soft­
ware can be used to duplicate the 
processing logic of the application 
being tested.
Other Procedures — There are a 
number of other computerized aids 
which are helpful to the auditor in 
reviewing and analyzing the pro­
cessing system. One tool which is 
helpful is the automatic flow-chart­
ing program. Automatic flow-chart­
ing programs are used primarily to 
aid the installation in documentation 
of programs and in maintenance of 
that documentation. The auditor can 
make use of the automatic flow­
charting programs to provide flow­
charts whose logic might be easier 
to follow than the source listing. In
Computerized audit 
procedures make it possible to 
expand the scope of audit 
activities.
addition, the auditor generated flow­
charts can be used to compare 
against the installations documenta­
tion.
Another facility within an installa­
tion which can be quite useful to the 
auditor are the program library 
routines of the operating system. The 
standard program library routines 
provide automatic “audit trails” in 
which additions and deletions to the 
program library are documented. 
The auditor can examine these 
records to gain insight to changes in 
the program library. These library 
facilities also frequently provide 
cross-references within individual 
programs or within program libraries 
which also are useful to the auditor 
in those instances where the auditor 
must make detailed analyses of the 
logic of particular programs.
Another program technique which 
might be useful to the auditor in pro­
gram analysis is the use of tracing 
programs. In tracing, the computer 
points out each step in a program as 
that step is performed. The auditor 
could determine by reviewing the 
print-out whether processing is oc­
curring as predicted. Mapping is a 
subset of tracing. In mapping, only 
selected decision points are printed 
rather than every step. The auditor 
may also choose certain perform­
ance analysis packages which can 
be used to detect unused portions of 
programs. Still another computer- 
assisted tool which might be helpful 
to the auditor is a test data generator 
which can create test files very 
quickly containing all specified valid 
or invalid conditions.
Computerized audit procedures 
make it possible to expand the scope 
of audit activities and to perform the 
necessary audit procedures more 
efficiently. As an audit tool, the com­
puter provides excellent oppor­
tunities for testing and verifying in­
ternal controls, accessing the effec­
tiveness of the data processing 
operations, and verifying the accu­
racy of financial and operating data. 
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Unraveling the infamous Water­
gate tragedy opened up new dimen­
sions in social responsibility and ac­
countability. The aftermath also 
revealed that questionable legal 
acts were pervasive throughout the 
entire business world and certainly 
not unique to the President of the 
United States. Stunned and over­
whelmed, the American public 
began to question, “Where are the 
controls that prevent or detect a 
Watergate climate?”
In the past, management’s 
reliance on the study and evaluation 
of internal control by the annual in­
dependent auditors lulled them into 
false complacency. Both the objec­
tive of internal control and the 
materiality level are different for the 
independent auditors and these 
differences would naturally lead to 
different conclusions when evaluat­
ing internal control. Also, manage­
ment emphasis has traditionally 
been on profit rather than account­
ability; however, the anxieties of the 
seventies era has resulted in in­
creased awareness of the need to 
control risks.
The Securities and Exchange 
Commission was the first to respond 
to the control concern by amending 
the Accounting Series Releases to 
include the Foreign Corrupt Prac­
tices Act. In essence, the Act re­
quires that management devise and 
maintain a system of internal ac­
counting control sufficient to provide 
reasonable assurance that access to 
assets and execution of transactions 
are in accordance with manage­
ment’s general and specific 
authorization.
Johnson and Jaenicke’s book is 
not only timely but tackles the issues 
and problems of control in addition 
to presenting a framework for 
evaluation of an internal control 
system. Their formal, objective ap­
proach provides the documentation 
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necessary to support the current 
trend that management should make 
some form of representation about 
its internal accounting control as 
part of the annual financial dis­
closure. Their approach also elimi­
nates the subjective appraisal of 
internal control systems.
The book is especially practicable 
for all managers responsible for 
maintaining and evaluating internal 
control systems. The authors’ “cycle 
approach” gives an excellent over­
view of internal control because this 
approach does not view business 
activity by department or function. 
Due to the relatively small number of 
control tasks, virtually all businesses 
regardless of size or industry can ap­
ply the concept, guidelines and pro­
cedures with only minor changes.
The authors believe that parts of 
the Act are too broad and should 
have been more explicit so that man­
agers have better guidelines when 
trying to implement an effective in­
ternal control system. For example, 
the Auditing Standards Provision of 
the Act (B) (i) refers to manage­
ment’s general and specific 
authorization without explaining the 
difference between the two kinds of 
authority. The text goes beyond the 
broad terms of the Act and defines 
what the differences probably 
should be in terms that would be 
easily understood by the average 
manager.
In addition to defining the broad 
terms of the Act, the reader is in­
troduced to very comprehensive in­
ternal control concepts. While the 
major portion of the book describes 
and illustrates internal accounting 
control, other independent control 
concepts are discussed such as con­
trol conditions, control environment 
and administrative controls. Without 
competent, honest people, 
systemization and documentation of 
transactions (control conditions) 
effective internal accounting control 
would be impossible. Without an 
adequate control environment— 
organization structure, checks and 
balances that separate incompatible 
activities, budgets, timely financial 
reports—basic control tasks could 
not be sufficiently monitored, super­
vised or enforced.
Once Johnson and Jaenicke’s 
comprehensive control program is 
implemented in an organization, 
there are three broad techniques for 
monitoring the system: ongoing 
supervision, internal auditors, exter­
nal auditors. Under the authors’ ac­
tion plan the internal audit function 
actually becomes the “super” con­
trol in reducing risks. A “user com­
mon file” enhances the interchange 
of information and cooperation be­
tween the internal and external audi­
tors and leads to economies in the 
cost of the total audit function. They 
suggest that the user common file 
contain “system flowcharts, internal 
control questionnaires, internal con­
trol maintenance policies and pro­
cedures, auditors’ reports on control 
weaknesses, and lists of exceptions 
found. Both internal and external 
auditors develop the file since both 
groups participate in systems 
reviews on a continuing basis.”
One part of the book focuses on 
interviewing company personnel in 
the performance of the system 
review and this section will be 
especially beneficial to all those in­
dividuals who undertake the formal 
assessment of internal control. The 
writers explain how the interviewer 
can plan and conduct the interview 
to provide positive motivation for 
reliable responses. Not to be over­
looked in the interview process are 
the psychological factors at work. 
“Most people being interviewed 
want to know the reason for the 
review, why they were selected, how 
the information obtained will be used 
and whether they will be informed 
about the outcome.” Thus if the ob­
jectives of the interview are to be 
achieved, the interviewer should be 
flexible enough to adjust and modify 
the interview in light of attendant 
responses. Understanding how and 
when to use the six basic types of 
questions (open-ended, direct, 
closed, yes-no, probes, restate­
ments) gives the interviewer suffi­
cient tools to handle the communica­
tion process.
If the book has a major flaw, it is 
the “hard sell” of the multinational 
accounting firm for whom Mr. 
Johnson is Vice Chairman and 
Technical Counsel. In some respects 
this technique leaves the reader 
wondering whether the authors are 
serious and objective about selling 
their ideas on internal control or sell­
ing the accounting firm.
Jewell Lewis Shane, CPA, Cincinnati
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